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To All Interested Parties:

| am pleased to announce the release of Guidelines for Leases and Certificates of Participation as part of
the California Debt Advisory Commission's ongoing effort to assist and educate state and local officials
on matters surrounding tax-exempt leasing in California. This publication constitutes the fifth document
issued by the Commission on the subject of tax-exempt lease financing since 1991.

The Commission's focus on tax-exempt lease financing is attributable to its important role in financing
capital facilities and equipment for public agencies in California. Because of its flexibility and market
acceptance, leasing has become the financing method of choice for a growing number of governmental
agencies. This ~quiet revolution” in municipal finance, however, has raised concerns as to the role of the
public in deciding questions of infrastructure spending and public borrowing. | believe that this document
outlines a constructive approach for making governmental leasing practices both cost-effective and
accountable.

Two other aspects of this publication should be noted. First, these Guidelines are voluntary in nature,
which not only recognizes the fiscal autonomy of state and local agencies, but aso the fact that
governmental leasing has been well managed to date. Second, the focus of the Guidelines fals
predominantly on local leasing practices. Insofar as the majority of tax-exempt leasing in California is
conducted locally, this focus seems appropriate.

In closing, | would like to acknowledge the efforts of the Project Team which assisted the Commission in
drafting the Guidelines: American Government Financia Services, Government Financial Strategies;
Orrick, Herrington & Sutcliffe; and Stone & Y oungberg. Their research and insights added greatly to the
fina product.
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EXECUTIVE SUMMARY

Government agencies acquire needed capital assets in one of two ways. by entering into a rental
agreement to obtain use, but not ownership, of the asset; or by purchasing the asset, either outright or through
a financing arrangement, to obtain use and ownership. Leasing, the most malleable of financing tools, can
accommodate both options. Government agenciesregularly enter into operating leases, or true leases, to rent
property such asequipment and office space. And agenciesexecutelease-purchaseagreements, ortax-exempt
leases, to finance not only minor equipment procurements, but al so the construction or acqui sition costsof major
capital projects, such as schools and courthouses. In this application, tax-exempt leasing, often involving the
sale of Certificates of Participation (COPs), serves as an dternative to issuing municipal bonds.

These Guidelinesareintended to hel p public official sunderstand the promiseand perilsof tax-exempt
leasing, and to apply thistool judiciousy. The Commission choosesto promulgate voluntary Guidelines, rather
than advocate statutory reforms, in recognition that governmental leasing in California has been well managed
to date. The number of troubled financings have been reatively few, considering the volume of leasing
undertaken in the state. Thistrack record reflects not only the professionaism of elected officials and their
staffs, but also the discipline imposed by the financial markets.

CHAPTER |I: FINANCIAL MANAGEMENT GUIDELINES

Thefinelegd digtinctions between | eases and debt arenot material tothefinancial considerationsthat
should discipline governmental leasing practices. Inface of competing demandsfor their limited general fund
resources, government agencies can afford only so many long-term lease obligations. Before assuming such
obligations, agencies should assesstheir genera fund conditions and establish reasonablelimitsontheir leasing
activity. Moreover, agencies should subject leasing decisions to central planning and control procedures, to
prevent the unplanned accumulation of lease obligations, which are fixed commitments that diminish needed
budgetary flexibility. Observance of these review and oversight procedures can help agencies manage the
financial risks posed by tax-exempt leasing.

Guiddinel: IdentifytheGeneral Fund L easeCapacity

A key to successfully managing tax-exempt leasing isto identify that portion of general fund revenues
which safely can be devoted to lease payments on an annua basis. Thisratio, calledthe general fund lease
capacity, servesasthe benchmark for evaluating changesin theactual ratio of |ease paymentsto genera fund
revenuesinany year, or thegeneral fund|lease burden. Agenciesshould establishor revisetheir general fund
lease capacitiesin the course of preparing their annual capital budgets. Agenciesshould monitor their genera
fund lease burdens on an ongoing basis, and evaluate tax-exempt leasing proposalsin terms of their effect on
this ratio. Simply stated, agencies should keep their general lease burdens within their general fund lease
capacities. Theseratiosoffer asmplebut effectivemeansof constraininglong-term|easeobligations, and serve
as common reference pointsfor elected officials, staff, citizens and investors.



Guideline2: Deter minetheNecessity for theProposed Pr oj ect

Tax-exempt leasing offers one option for financing the construction or acquisition of capital projects.
Projects financed in this manner, however, may not always receive the same review and oversight as those
financed through conventiona formsof debt, sinceleasesare exempt fromvoter approval and other procedural
requirementsthat apply to debtissuance. If anagency doesnot centralizethereview and oversight of tax-exempt
leasing proposals, anindividual department may beabl eto executeatax-exempt leasefor aproject that it favors,
but which represents alow priority from an agencywide perspective. Projectsof dubious merit arelesslikely
to be financed through conventiona forms of debt, since elected officials are reluctant to authorize such
measures, or place them before the voters—who, if given the chance, are likely to reject them anyway. Itis
important to emphasi ze, therefore, that thenecessity for the project, rather thanthe expediency of itsfinancing,
shouldjustifythefunding decision.

Guideline3: EvaluatetheCost-Effectivenessof Tax-Exempt Leasing

Thegod of any asset acquisition decisionistoacquiretheasset at thelowest possiblecost. Totrandate
thisgoa into policy, an agency must evaluate the cost-effectiveness of different procurement options. If an
agency has enough cash on hand to purchase the asset outright, this evaluation is pretty straightforward — a
matter of identifying the lowest pricetag or bid. But if the asset isto be financed through debt or atax-exempt
lease, this evaluation is considerably more complex, involving the comparison of transaction costs and cash
flows over time. Agencies should evauate the cost-effectiveness of tax-exempt leasing for major capital
projectsthrough their capital budgeting processes. Agencies may choose to review the cost-effectiveness of
smaller, more routine leasing decisions periodically, rather than on a case-by-case basis, to conserve
administrative resources.

Guideline4: DoNot Fund Operating ExpensesWith Long-Term L easeObligations

Most finance professionals strongly discourage the use of long-term obligations to fund current
operating expenses. Although thisadmonition appliesto al formsof public borrowing, itisparticularly relevant
to leasing, which offers the only practicad method of deficit financing for local agencies in Cdifornia
Specifically, agenciescan engineer sale-leasebacksor | ease-leasebacks of existing assetsto generatethe cash
needed to paper over an operating deficit. Thewell-publicized Richmond Unified School District COP default
in 1991 involved just such an asset transfer. Deficit financing in this manner reflects an unwillingness or
inability on the part of management to address the underlying discrepancy between revenues and expenditure
obligations.

Guideline5: Subject All L easestoFiscal Controls

In order to make sound leasing decisions, agencies need financia reportswhich accurately reflect the
scope of thelr leasing activity. Channeling al leases, both large or small, through centralized oversight and
accounting systems allows agencies to generate such reports and serves as a check against the unplanned
accumulation of general fund lease obligations. Central oversight also alowsthe similar spending requests of
separate departments to be grouped into larger transactions or lease pools to achieve economies of scale in
leasing. Typicaly, the finance department is best suited to this oversight role, though the cooperation of the
purchasing department also is desirable.



CHAPTER Il: STRUCTURING AND MARKETING GUIDELINES

After determining through the capital budget review that tax-exempt leasing offersthe best financing
aternativefor agiven project, an agency facesanumber of considerationsin preparing theissuefor sale. Many
of these considerations arise whenever an agency tapsthe capital markets. For any bondissue, it isnecessary
to (1) sizetheissue, (2) design amaturity structure, (3) select the method of sale, and (4) retain professional
assistance. But the structuring and marketing of tax-exempt lease obligations involves additional consider-
ations, which are addressed in this chapter. The goal of these effortsis to achieve the best financing terms
possible.

Guideline6: IncorporateNecessary Security Features

The presence of abatement risk distinguishes tax-exempt lease obligations from debt, and therefore
exempts tax-exempt leasing from the procedural requirements which apply when issuing debt. But investors
arenot willing to extend | oans subject to abatement risk merely so that governmental borrowerscan avoidlegal
debt restrictions. To address investor concerns, government agencies should incorporate capitalized interest
accounts, insurance policies and reserve fundsinto their tax-exempt lease offerings. By increasing the size of
theborrowing, these security featuresrepresent an added cost tothegovernmental issuer, asall fundsborrowed
must be repaid with interest. These security features, however, aso attract more favorable interest rates (by
minimizing investor risk) and protect the issuer from certain risks, as well.

Guideline7: Consider Ear markingGeneral and Special Fund Repayment Sour ces

For certain types of projects, agencies may be able to earmark revenue sources within the broader
categories of general and special funds for the payment of COPs. By internally earmarking specific general
fund revenue sourcesfor the payment of tax-exempt |ease COPs, agenciescan requirethosewho benefit from
aparticular projecttopay forit. By legally pledging certain specia fund revenue sources— specifically Federal
Transit Adminigtration funds and state gastax revenues— to the payment of installment sale COPs, agencies
can capitalize revenue streams which otherwise must be spent on a pay-as-you-go basis.

Guideline8: DoNot Rely Upon VolatileRepayment Sour ces

When eva uating the suitability of any revenue sourcefor debt service payments, agenciesshould look
for astablehistory of revenuecollections. Most taxesand feesaretied to tangibleeconomic transactionswhich
are sengitive to broader economic cycles, to varying degrees. Two types of local revenue sources exhibit a
volatility which is not compatible with debt service requirements. developer impact and connection fees, and
fineandforfeiturerevenues. Agenciesshouldavoidrelying ontheserevenue sourcesastheprimary repayment
source for obligations.

Guideline9: TheTerm of theL ease Should Not Exceed Useful Lifeof the Asset

Therationalefor financing capital acquisitionsthrough borrowingisto link the responsibility of paying
for public facilitiesto the benefits derived from those facilities. For that reason, the term of afinancing should
not exceed the useful life of the asset. This genera principle is dl the more relevant to tax-exempt lease
obligations. Becausethelessee’ sobligation under an abatement leaseistied to theright to beneficia use and/



or occupancy of the leased asset, a lease extending beyond the useful life of the asset might not legaly be
enforceable. Similarly, under a nonappropriation lease, the agency’s willingness to continue appropriations
would be suspect during the period in which the asset was no longer available. To promote sound debt
management and ensure the marketability of the obligation, agencies usually should establish a lease term
shorter than the anticipated useful life of the asset.

Guid€elinel0: EvaluateCredit Enhancement Needs

As part of the preparations for any bond issue, agencies should evaluate the costs and benefits of
obtaining credit enhancement. Thetwo principal forms of credit enhancement — bond insurance and letters
of credit — are available for tax-exempt lease obligations. Issuers of tax-exempt lease obligations also have
two credit enhancement optionswhich are not availablefor other typesof bonds. First, agencies can structure
aleasetransaction asan asset transfer, thereby substituting the credit of amoreessential facility and eliminating
construction risk. Second, cities and counties can participate in the Credit Plus Program, a state intercept
program which guarantees payment of tax-exempt | ease obligationsthrough alocations of state Motor Vehicle
LicenseFeerevenues.

Guidelinell: Solicit CompetitiveBidsfor Small L eases

Government agencies should not smply accept the financing terms extended by equipment vendors,
which sometimescarry highinterest charges. To achievethelowest possibleborrowing costs, agenciesinstead
should separate the acquisition of equipment from its financing, and solicit competitive bids for the latter. A
number of institutional investors, attracted by the opportunity to earn tax-exempt interest, should respond to
bid solicitations.

Guideline12: Control theResaleof Privately Placed L eases

Privately placed leases, financed through vendors or third parties, typically include aclause permitting
the lessor to sell and assign its interest in lease payments to other parties, including lease brokers, finance
corporations, banks, and other ingtitutional investors. Most tax-exempt leases sold in Cdifornia, in fact, rely
on such lease assignment provisions (although the largest dollar volume of tax-exempt leases executed in
Cdliforniaare marketed as COPs). Thelessor’ sdecisionto either retain thelease asan investment or sell and
assign it to subsequent investors depends on the both itstax situation and financia capability to hold long-term
receivables. Asthesefactorsaresubjecttochange, lessorsbenefitfromtheliquidity offered by leaseassignment
clauses.

Governmental lessees routinely agree to lease assignment clauses without much thought, but they
should insist that this language incorporate guarantees of vendor performance and specify permissible terms
and conditions for securitizing lease obligations. Properly structured assignment clauses can benefit lessors,
by providing liquidity, and lessees, by incorporating safeguards and attracting more favorable financing terms
than would be available for an illiquid security.



CHAPTER Ill: LEGAL GUIDELINES

Although lease documentation may be presented to agovernment agency as mere paperwork—forms
that need to be filled in, signed and filed away—a lease is, in fact, a lega contract that imposes binding
obligationson the governmental |essee and other partiesto thetransaction. Thetermsand conditions specified
in this “paperwork” suddenly become very important should one of the parties to the lease renege on its
contractual obligations. Agenciesshould review |ease documentation to ensure that it accurately reflectsthe
financial terms of the transaction and that covenants do not unduly restrict governmental operations.
Inappropriate |ease documentation can create legal and tax problems and raise the cost of borrowing.

Guideline13: Under stand theContractual ObligationsI mposed by L easeDocuments

A governmental |essee cannot rely on avendor, underwriter, lease broker or other party to fully assess
theimpact of aleaseagreement onitsoperations. Eventhough leasedocumentation may consist of standardized
forms, lega provisions generally are negotiable, and the governmenta borrower can insist on more favorable
terms and conditions, if necessary to protect itsinterests. In the event that a government agency isunable or
unwilling to satisfy thelegal requirementsof alease, it may find itself inastate of technical default, which could
lead to amore serious default and damage the agency’ sreputation in the securities market. Agencies should,
therefore, faithfully comply with all the terms and conditions they agree to as part of lease transactions.

Guiddline14: Confirmthat L easeDocumentsReflect theFinancial Transaction

Government agencies should review lease documentation to ensure that the specified terms and
conditionsaccurately reflect theagreed uponfinancia transaction. Among other things, agenciesshouldensure
that |easedocumentscorrectly specify theamount borrowed, theleasetermandtiming of payments, prepayment
options, capitaized interest accounts, and insurance provisions.

Guidelinel5: Review Small L easeDocumentation

Aspart of small leasetransaction, agovernment agency may be asked to signleasedocumentation that
was prepared inboiler pl ate fashion by an out-of -statefirm. So-calledstandar dcovenantsactualy may violate
existing covenantsin other leaseor borrowing documentsof thegovernment agency. Evenif only smal amounts
of money are at stake, agencies should review smal lease documentation and, if possible, gain counsdl’s
assurance of legal compliance. Agencies aso should consider developing their own documentation for small
leasetransactions. Such an effort would entail up-front costs, but inthelong run would protect an agency from
inappropriate small lease documentation.

Guidelinel6: Follow L egal For malities, Evenfor Small L eases

If an agency does not maintain centralized control over its leasing practices, individual departments
within the agency may informally executeleasesfor small equipment itemsor other purposes. But theinterest
component of these lease payments may not be excludable from federa and state income taxation if certain
procedura requirements are not observed. Consequently, agencies should observe, even for small lease
transactions, legal formalities such as appropriate authorization, use of capitalized interest, specification of the
interest component, IRS filings, and arbitrage and private activity restrictions.

\Y



CHAPTER IV: PUBLIC POLICY GUIDELINE

Public borrowing in any form entails certain risks which, if not well-managed, can invite scrutiny of
the borrowing decison. Many of the congtitutional and statutory provisions governing public indebtednessin
Cdliforniatoday, in fact, have their originsin bond defaults and other financia calamities of yesteryear. With
few exceptions, Cdifornia sexperiencewith tax-exempt |easing has been free of theabusiveandill-conceived
transactions that might spawn efforts to rein in governmental leasing powers. Still, public officials can only
expect to enjoy broad latitude over tax-exempt leasing decisions as long as they observe sound financial
management practices.

Public interest in governmental leasing practices aso may be piqued by opposition to the capital
projects financed in this manner. The construction of public facilities, after al, can profoundly affect a
community’s character and influence its pattern of development. Mgjor project proposal's can become
divisiveissues, regardless of how they areto be financed. But in such cases where el ected officials choose
tax-exempt leasing, which is not subject to voter approval, the public may feel shut out of an important
decision. Elected officiasthemsealves, therefore, must decide how to best demonstrate accountability for
their tax-exempt leasing decisions.

Guiddinel7: Solicit PublicParticipationin Tax-Exempt L easing Decisions

The chalengein addressing the public policy issuesraised by tax-exempt leasing liesin balancing the
decision-making authority of eected officials with the desire of the public to participate in important capital
spending decisions. The Commission’smain concernisthat public agencies solicit public participation in their
tax-exempt leasing decisions. At the sametime, the Commissionrecognizesthat therel ationship between local
officids and votersis not uniform in each political jurisdiction throughout the state, and that locdl officias are
in the best position to decide how to achieve the god of public involvement. This Guideline discussesthree
constructive approaches to soliciting public participation in tax-exempt leasing decisions. (1) Schedule Public
Hearings on the Capital Budget; (2) Establish a Citizens Oversight Committee on Public Finance; and (3)
Consider an Advisory Vote on Controversia Projects.

CHAPTER V: SCHOOL DISTRICT GUIDELINES

This chapter presents special Guidelinesfor school districts, not because school district leasesare so
different from other leases, but rather that school districts operate under more restrictive financial conditions
than other local governments, and face a greater degree of scrutiny of their borrowing decisions. As a
consequence, certain considerations apply to school district |ease financingswhich do not fit negatly into amore
genera treatment of the subject matter. School districts should follow theGuidelines specified in this chapter
in addition to, not in lieu of, the Guidelines presented in the other chapters of this document.

Guidelinel8: ConformtoAB 1200Criteriafor Long-Term Borrowing
Among its many provisions, AB 1200 authorizes county superintendents of education to review the
budgets of school districts on an annual basis. These reviews assist the state Superintendent of Schoolsin

developing alist of financially troubled school districtseach year, which are certified asnegative (meaning that
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the district will be unable to meet itsfinancial commitments through the end of the school year) and qualified
(which means the district will be unable to meet its obligations, unless certain events occur).

Didtrictscertified asnegative orqualified may not issuecertificatesof participation, tax anticipation
notes, revenue bonds, or any other debt instrumentsthat do not requirethe approval of thevotersof the
district, without adetermination of the county superintendent of education that repayment of the obligationis
probable. These criteriaentail the maintenance of a Reservefor Economic Uncertainties, at specified levels,
to provide a*“cushion” against unforeseen events which might otherwise lead to alease default. Although the
AB 1200 criteriawere promulgated for purposes of eval uating thelikelihood of repayment of tax-exempt lease
obligationsproposed for issuance by negative andqualified school districts, thestate Department of Education
recommends that all districts voluntarily adhere to these standards. The Commission concurs with this
judgment.

Guideline19: Subject COPBridgeL oanstotheSameFinancial Review asL ong-Term Obligations

The state Office of Loca Assistance (OLA) often funds school site acquisitions yearsin advance of
funding school construction. Intheinterim, districts often issue COPswith early call provisionsto fund school
construction. At thetime State fundsbecome available, the COPsareretired, and thedistrict isrelieved of the
debt service obligation. The COPs serve as abridge loan, akin to abond or grant anticipation note extending
over severa years.

Agencies issuing COPs as bridge loans should be fully prepared to service the obligation for its full
term, in the event that State funds are not forthcoming. OLA approval of district grant requests does not
represent aguarantee of State funding, only an agreement to extend funding in the event State bond fundsare
available. Districtsissuing COPsasbridgeloansshould, therefore, maintain budgetary reservesin accordance
with the AB 1200 Criteriafor Long-Term Borrowing, and adhere to the other Guidelinesin this document.

Guideline20: EvaluatetheM arketingl mplicationsof Noneviction Clauses

One of the remedies in the event of default frequently provided for in trust agreements for lease
obligations is the right to evict the lessee for nonpayment. The right to evict the lessee provides a powerful
incentivefor it to continue payment. 1n 1991, the OL A began requiringnoneviction clausesto beincorporated
into facility leases where the underlying site was acquired through State bond funds. Asits name suggests, a
noneviction clause specifies that the facility lease may not permit any party to evict the district and relet or
convert the facility to another use. The OLA will, upon request, consider exceptionsto this palicy.

Theinterest rateavail ablefor any tax-exempt lease or bond offering refl ectsthe supply of, and demand
for, that type of security. Of the multitude of factors which affect demand for individual securities, agencies
should be aware of those which they can control, and those which they are powerlessto influence. Depending
upon how Californiaschool district COPs are faring in the market a any given point in time, the presence of
anoneviction clause may affect theinterest rate availablefor anew issue. 1n 1991, the changein OLA policy,
accompanied in the same year by the Richmond USD default, soured many investors on California school
district COPs, at least for atime. In preparing atax-exempt lease offering for sale, districts should consider
applying for an exception to the OLA policy if the market is demanding apremium for the noneviction clause.
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INTRODUCTION

The production of government services requires a wide range of capital assets, from the
massive dams and aqueducts which bring water to the desert, to the telephones and fax machines
which enable routine office communications. Government agencies acquire needed capital assetsin
one of two ways. by entering into a rental agreement to obtain use, but not ownership, of the asset;
or by purchasing the asst, either outright or through a financing arrangement, to obtain use and
ownership. Leasing, the most malleable of financing tools, can accommodate both options.
Government agencies regularly enter into operating leases, or true leases, to rent property such as
equipment and office space. And agenciesexecutelease-purchaseagreements, ortax-exempt|eases,
to finance not only minor equipment procurements, but aso the construction or acquisition costs of
major capital projects, such as schoolsand courthouses. In thisapplication, tax-exempt leasing, often
involving the sale of Certificates of Participation (COPS), servesas an alternative to i ssuing municipal
bonds. As new financing needs emerge and market conditions change, government agencies often
find that their leasing powers provide more expedient access to the capital markets than their more
limited powers to incur debt.

Overview of Leasing Terms

Thisoverview isincluded at the outset of thisdocument to clarify the main leasing termsused
throughout these Guidelines. Briefly reviewingtheleasing vocabulary isnosmall feat, however, given
the different methods of classifying leases under federal and state law — which both differ from the
accounting trestment of leases. Thegoal of this section isto impart aworking knowledge of themain
leasing terms; a more exhaustive review is presented in the Glossary.!

Operating Lease. An operating lease, or atrue lease, isSsmply acontract to rent property
for aperiod of time shorter than the property’ s useful life. At the end of lease term, the property is
returned to the lessor, athough the lessee may reserve the option to purchase the property at various
intervalsfor itsfair market value. Unlikeatax-exempt |ease, operating lease paymentsarenot divided
into principal and interest components. An operating leaseis structured to compensate the lessor for
use of the property, not to amortize the purchase price of the asset.

Agenciesenter into operating leasesfor avariety of reasons. Asasimplematter of economy,
often it is cheaper to rent than purchase an asset, particularly if an agency isnot surethat it will need
the asset for more than a brief period of time. For equipment such as computers, concerns over
technological obsolescence may favor an operating lease, even if purchaseis affordable. Operating
leases allow for aflexible approach to asset management.

For an operating | ease to be aworkable procurement option, aprivate entity first must find it
profitable to manufacture or otherwise develop and market the asset. This generdly is the case for
personal property, such astelephonesand copiers, and evenred property, such asoffice buildings, that
can accommodatethe needsof diverseclients. But for many of the site-specific and highly specialized
rea property improvements, such as school buildings and police stations, required for the production
of government services, the entiremar ket may consist of asingle government agency. Thebusiness



risk of privately developing facilities not easily converted to aternative uses may prove untenable.
Moreover, red property improvements, whether publicly or privately developed, usudly must be
financed through borrowing. The cost advantage of tax-exempt borrowing afforded to public agencies
often renders private development economically unfeasible. Government agencies, consequently, do
not aways enjoy the option of procuring needed assets through operating leases.?

Tax-Exempt Lease. Theterm tax-exempt lease refers quite literally to the tax treatment
of the interest component of |ease payments, though more generaly it appliesto the variety of lease-
purchase agreementswhich allow agovernment agency to obtain use and ownership of capital assets.
Technically, the accounting term capital |ease more correctly identifiesthe range of lease-purchase
arrangementswhich result in transfer of titleto thelessee, asit ispossibleto transfer titleto thelessee
while running afoul of federa and state requirements for tax-exempt status. Most capital |eases
entered into by government agencies do in fact qualify for tax-exempt status, and these agreements
are correctly identified as tax-exempt |eases.

Tax-exempt |leases are designed to avoid classification as debt for purposes of the constitu-
tional debt limitation (Article XV1, Section 18 of the Cdifornia Condtitution), which prohibits cities,
counties, school districtsand boardsof education from incurring indebtednesswithout two-thirdsvoter
approva. This is accomplished in one of two ways. Under a nonappropriation lease, the
government lessee reserves the right to terminate the lease smply by not appropriating fundsin its
budget for lease payments. In other words, the |ease agreement does not automatically obligate the
government lesseefor amultiyear period. Under anabatement | ease, theleaseobligationiscontingent
upon the right to beneficial use and/or occupancy of the leased property. In other words, the lease
obligation ceasesif theleased property somehow isdestroyed. Becauseneither type of leaseimposes
an absolute and unconditiona generd fund obligation, neither is classified as debt under state law.

Tax-exempt leasing serves two distinct roles in governmental finance. Fird, tax-exempt
leasing permits agencies to acquire personal property, such as automobiles and computers, that may
be too expensive to purchase outright but has auseful life too short to finance through long-term bond
issues. Second, tax-exempt leasing providesthelega framework for borrowing large sums of money
from the capital markets to finance major capital projects. In this gpplication, tax-exempt leasing
serves as an dternative to issuing municipal bonds. Structuring amajor capita project financing as
a tax-exempt lease merely provides the legal authority for the borrowing to occur outside of
congtitutional and statutory debt restrictions. But there should be no confusion as to the essence of
the transaction: a government agency is borrowing funds from investors to finance the construction
or acquisition of a capital asset. The funds borrowed through the issuance of tax-exempt lease
obligationsmust berepaid in regular installments of principal and interest, just like the funds borrowed
through the issuance of municipa bonds.

Asagenerd rule, smaller tax-exempt leases tend to involve fewer parties and less complex
structures. These arrangements sometimes are referred to as privately placed tax-exempt leases,
due to the fact that the asset acquisition is funded directly by a single or small group of investors.
Because of therelatively smdl dollar amount involved (usualy lessthan $1 million), there is no need
to market the lease through the retail securities market to attract alarge number of investors. There
are two main categories of privately placed tax-exempt |leases:

0 Vendor-Financed Lease. Manufacturers of equipment, or vendor s, often assumetherole
of lessor in tax-exempt leases to facilitate the sale of the equipment they manufacture. The
vendor may hold the lease for its entire term as an investment, or sell (and assign) the lease



resources to cover the various expenses incurred in the manufacture of the asset (payroll,
materias, etc.) without receiving immediate compensation for the full purchase price. This
relatively straightforward arrangement is depicted in Figure 1.

Figurel
Vendor-Financed L ease Structure
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Third-Party Financed Lease. Inathird-party financed |ease, a separate entity, typically a
directinvestor or aleasebroker, providesor arrangesthefinancing of theleased property. The
vendor receivesfull payment for theleased property fromthethird party. Thethird party earns
tax-exempt interest incomefrom thelease paymentsmadeby thelessee. A typical third-party
tax-exempt lease financing isillustrated in Figure 2.

Figure 2
Third-Party Lease Structure
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Certificates of Participation. Whenfinancinglarger capita projects, agenciesgenerally can
lower their borrowing costs by marketing lease obligations through the retail securities market and
attracting multipleinvestors, rather than relying on asingle or small group of investorsasin aprivately
placed lease. To reach thisbroad investor base, agenciesissue Certificates of Participation (COPS)
intax-exempt lease obligations. COPs pay tax-exempt interest and enjoy theliquidity of amarketable
security, akin to amunicipal bond. Technically, a COP is a security that evidences an undivided
fractional interestinanunderlyingleaseor installment sal eagreement. Inother words, aCOPentitles
its owner to a proportionate share of lease (or installment sale) payments made by a government

agency pursuant to alease (or an installment sale) agreement. For al intents and purposes, COPs
function like municipa bonds.

COP transactions require the professiona assistance of the same municipal finance industry
professionals who assist in conventional bond offerings: investment bankers, bond counsd, financial
advisors, rating agency representatives, and others. Most COP transactions also require atrustee to
collect and disburse lease (or installment sale) payments to multiple investors. To satisfy legal
requirements, COP transactions involving tax-exempt leases require both alessor and alessee. A
government agency may establishanonprofit corporationto serveasthenominal | essor intax-exempt
lease financings, if no other agency or joint powers authority is available for this purpose. Figure 3
below depicts atypical COP offering.

Figure3
Certificate of Participation Lease Structure
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0 Tax-ExemptLeasesvs. | nstallment Sale Agreements. Asnoted, aCOPentitlesitsowner
to aproportionate share of payments made by agovernment agency pursuant to either alease
or an installment sale agreement (alsoknown as an installment purchase contract). Both
types of obligationsfal outside of the congtitutiona debt limitation, but for different reasons.
A lease is exempt from the debt limit becauseit is not an absolute and unconditional general
fund obligation. (COPsin Californiatypically evidencerightsinabatement|eases, rather than
nonappropriation leases.) Aninstallment sale agreement, dternatively, is an absolute and
unconditiona obligation in most cases, but of aspecial fund, rather than the general fund of
the issuing agency. Installment sale agreements rely on the special fund exception to the
condtitutional debt limitation, rather than the |ease exception.

Whether an agency executes atax-exempt lease or an installment sale agreement depends
upon the project in question. Agencies typically execute tax-exempt leases to finance
nonenterprise projects, such as schools, courthouses, jails and administration buildings.
Because nonenterprise projects do not generate fee revenues, they must be financed through
genera fund appropriations (in the absence of a separate bond or tax measure approved for
this purpose). Tax-exempt leasing offers the only way for local agencies to leverage (or
borrow against) their general fund revenues. A city, county, or school district cannot obligate
itsgenera fund under aninstallment sal e agreement because, as an absol ute and unconditional
obligation, it would violate the congtitutional debt limitation. Agenciesrely oninstalment sde
agreementsto financeenter prise projects, such as sewer and water projects, which are self-
supporting through user fees (which are deposited in specia funds). Installment sde
agreements, as absolute and unconditional obligations, typically represent stronger credits
capable of attracting more favorable interest rates than tax-exempt leases.

Lease Revenue Bonds. L ease revenuebondsareissued by apublic agency, or on behalf of
apublic agency, to finance capital improvementswhich arethen leased to apublic agency. Thebonds
are secured by lease payments received from an agency other than the issuer. In atypica lease
revenue bond financing, a public agency establishes ajoint powers authority or nonprofit corporation
which issues |ease-revenue bonds to finance the construction of apublic facility. Thefacility isthen
leased back tothe public agency. Thejoint powersauthority or nonprofit corporation paysdebt service
on the bonds from the lease payments received from the public agency. Unlike a COP financing, the
bonds themselves are the tax-exempt lease obligation, not the lease. L ease revenue bonds are used
less extensively than COPs because they generally must be sold at competitive sale and are subject
to other restrictions which do not apply to COPs. A lease revenue bond offering looks very similar
to the COP issue depicted in Figure 3.

Historical Development of Tax-Exempt Leasing in California

Tax-exempt leasing is unique as aform of public finance in that it evolved primarily through
the courts, rather than the Legidature. A series of court casesin the 1940s and 1950s, collectively
referred to as the Offner-Dean line of cases, established the principle that abinding long-term lease
with vesting of title at the end of the term does not create debt subject to the two-thirds voter approval
requirement of the State Congtitution.® The courts reasoned that lease obligations, unlike debt, are
contingent upon the continued use and/or occupancy of the leased property, and consequently do not
represent apledge of futurerevenues. Butinafinancia sense, along-term lease which resultsin the
transfer of titleisnot somuch al easeasa | oan, whichmust berepaidinregular installmentsof principa



and interest, just like amunicipal bond. By establishing the validity of long-term leases, the courts
provided the lega underpinning for the eventual expansion of leasing into the capital finance function
traditionally undertaken through municipa bonds. The bond market would devise security featuresto
protect investors from the risk posed by the contingent nature of lease obligations.

In the 1960s and 1970s, the Cdlifornia L egidature enacted statutes authorizing the issuance
of lease revenue bonds for various purposes. From the 1960s through the early 1980s, nonprofit
corporations and joint powers authorities acting on behalf of public agencies issued |ease revenue
bondsto financethe construction of anumber of publicfacilitiesthroughout the state, including theLos
AngelesMusic Center and the Oakland-Alameda County Coliseum. During the 1970s, leaserevenue
bondsa so werethelinchpin of school facility financein California. The Legidature authorized school
digtricts to establish nonprofit corporations for the purpose of issuing lease revenue bonds to finance
theconstruction of schools, which werethen |eased back to school districts. Tomeet theseobligations,
school districts were authorized to raise property taxes, subject to mgjority vote. This arrangement
afforded school districts aredlistic alternative to local general obligation bonds requiring two-thirds
voter gpproval. (Dueto thefact school enrollments declined during the 1970s, relatively few schools
were built under these provisions.)

A more prominent role for tax-exempt leasing in Caifornia public finance emerged from a
series of political and economic events beginning in the late 1970s, which curtailed traditional funding
sources and shifted new responsibilities to local governments. Proposition 13 in 1978 effectively
eiminated the generd obligation bonding authority of loca governments, by capping ad valorem
property tax rates at one percent of assessed value. In the early 1980s, the federal government cut
back sharply or eliminated many of its grant programs (such as general revenue sharing) which had
supported numerouslocal projectsduring the 1960sand 1970s. Asaconsequence, local governments
assumed new responsibilities for financing water and sewer projects needed for compliance with
federal environmental regulations. Theissuance of enterprise revenue bondsfor these purposeswas
hampered by historically high interest rates which, in many cases, exceeded statutory interest rate
ceilings. Toaddressthevoidinlocal financing aternatives, agenciesbegan to explore the possibilities
of leasefinancing— initially, through the expanded i ssuance of |easerevenue bonds, and | ater, through
the development of COPs.

1IN 1986, when Proposition 46 restored | ocal genera obligation bonding authority, local agencies
issued $4.5 billion in COPs, second only to public enterprise revenue bonds ($5.7 billion) in terms of
long term borrowing that year.* The restoration of general obligation bonding authority would not
profoundly change local borrowing practices, however, as a public inclined toward anti-tax and anti-
growth sentiments would not readily approve bond measures by a two-thirds mgjority. Figure 4
illustrates the dramatic growth of tax-exempt leasing by local governments in California during the
period from 1982 through 1992.
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The Quiet Revolution in Public Finance

It should not besurprising that thetax-exempt leasing phenomenon started in California, or that
Cadliforniacontinuesto account for adisproportionate share of the nation’ stax-exempt leasing activity.
Cdliforniaisone of only ahandful of statesthat requires supermagjority voter approval of local genera
obligation bonds. Tax-exempt leasing permitsloca agenciesto circumvent this prohibitive barrier and
build needed schooals, jails, courthouses and other public facilities. California aso has enacted some
of the most stringent environmental standardsin the nation, which trand ateinto substantial outlaysfor
infrastructure, parksand open space. And until recently, California seconomic growth outpaced that
of the nation as a whole, which led to development booms that strained the capacity of existing
infrastructure and created demands for new facilities.

The emergence of tax-exempt leasing in California represents nothing short of arevolution
in public finance, a shift in public borrowing practices notable in both a financia and political sense.
The distinguishing feature of tax-exempt leasing is that it alows agencies to finance capita projects
by leveraging general fund revenues, rather than raising new taxes. Inthiseraof fiscal austerity, the
leveraging of existing resources has become important, for financing not only major capita projects,
but aso routine equipment items which once were financed on acash basis. Evenif political events
over the past fifteen years had taken shape somewheat differently, tax-exempt leasing probably still
would havegainedin prominence, asthe sameunderlying economic conditionswould have constrained
governmental revenue growth.

If the emergence of tax-exempt |easing represents arevolution in public finance, it has been
aquiet revolution, largely unnoticed outside the confines of the public financeindustry. To the extent
that individuas or groups have braved the impervious jargon of leasing for a closer ook, they have
expressed concerns over how tax-exempt leasing permits government agencies to circumvent voter
approval requirementsand other legal debt restrictions.® Y et thefact that tax-exempt leasing involves
leveraging genera fund revenues, rather than raising new taxes, in many ways judtifies the great
discretion afforded public officialsin these matters.



These Guidelines are intended to help public officids understand the promise and perils of
tax-exempt leasing, andto apply thistool judicioudy. TheCommissionchoosesto promulgatevoluntary
Guidelines, rather than advocate statutory reforms, in recognition that governmental leasing in
Cadliforniahasbeenwell managedtodate. Thenumber of troubled financingshavebeenrelatively few,
considering the volume of leasing undertaken in the state. This track record reflects not only the
professionalism of elected officials and their staffs, but aso the discipline imposed by the financia

markets.

NOTES

1

In additionto the Glossary, Chapter 1 of the publication Leasesin California: Their
Form and Function (CDAC 1991) includes more substantive discussions of the
different types of tax-exempt leases. This publication was prepared for CDAC by
the firms of Transocean Funding, Cole & Associates, Gaston & Snow, and Public
Resources, Inc., and is available from the Commission upon request.

Itisworth noting that many economistsadvocate privatizing government assetswhich
are in fact highly specidized and site-specific, such as airports and highways.
Privatizing allows government agenciesto generate cash by selling an existing asset
(or the right to construct such an asset) to a private entity, which operates the asset
and earns aprofit. Or, the government agency can continue to operate the asset by
leasing it back from the private entity. In general, privatizing works best for those
assetswhereit ispossibleto chargefor use of the asset (through airport landing fees
and tolls in the example cited above), as long as the government agency protects
againgt monopoly pricing. But onemagjor problemwith privatizingisthat it jeopardizes
thetax-exempt statusof any municipal bonds(or tax-exempt | eases) issued to finance
the construction or acquisition of the asset.

For a more complete discussion of the Offner-Dean line of cases, refer to Leases
in California: Their Formand Function, pp 2-1to 2-5. California Debt Advisory
Commission, 1991.

Source: Annual Report 1986: Summary of California Public Debt, CDAC. The
COP tota includes both tax-exempt lease and installment sale COPs.

See summary of various county grand jury reports in Chapter 1V: Public Policy
Guideline, page 43.
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Government agencies in California retain a great deal of discretion over their leasing
practices, by virtue of the lease exception to the constitutional debt limitation. But the finelegal
distinctions between | eases and debt are not material to the financial considerations that should
disciplinegovernmental leasing practices. Inface of competing demandsfor their [imited general
fund resources, government agencies can afford only so many long-term lease obligations.
Before assuming such obligations, agencies should assess their general fund conditions and
establish reasonable limits on their leasing activity. Moreover, agencies should subject leasing
decisions to central planning and control procedures, to prevent the unplanned accumulation of
lease obligations, which arefixed commitmentsthat diminish needed budgetary flexibility. These
review and oversight procedures, though not dictated by law, allow agencies to manage the
financia risks posed by tax-exempt leasing.

Incorporating Tax-Exempt Leases Into The Capital Budget

As a general rule, the degree of review and oversight appropriate for leasing decisions
correspondsto the financial obligation imposed by the lease. Many small equipment and vendor
leases, for example, impose only modest financial obligations on governmental lessors. Rather
than subject each vendor |ease transaction to an extensive review, an agency might choose to
establish an equipment procurement policy specifying permissible acquisitions and methods of
financing. A major tax-exempt lease, by contrast, may rank among an agency’ slargest financial
obligations. Clearly, every major tax-exempt leasing proposal warrants an added degree of
scrutiny. Rather than establish a separate administrative framework for this purpose, agencies
should incorporate major tax-exempt leasing proposals into their capital budgets and evaluate
them according to the same criteriaapplied to other capital spending proposals. By incorporating
tax-exempt leasing proposals into their capital budgets, agencies can ensure that (1) sufficient
funds will be available to honor al obligations incurred, (2) projects are funded according to
priority, and (3) the cost-effectiveness of funding alternatives is eval uated.

If only major tax-exempt |eases merit project-by-project review through the capital budget,
agencies need to distinguish between tax-exempt leases for this purpose — a classification
problem that can prove to be more complicated than it sounds. For budgeting purposes,
government agencies differentiate capital from operating expenses on the basis of the cost and
frequency of the expense. Costisarelative criterion, afunction of the size of the government
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agency inquestion. For asmall agency, asingleautomobile purchase may represent asubstantial
outlay, warranting itsinclusion in its capital budget. A larger agency probably would choose to
evaluateitsoverall fleet procurement strategy periodically, rather than subject individual vehicle
purchases to such an analysis. Frequency refersto the replacement cycle of the item: capital
itemsmust haveauseful life of at least oneyear. But aswith cost, each agency needsto establish
a standard to its liking. The demarcation of capital and operating expenses for budgeting
purposes, consequently, isafunction of the tangible qualities of the asset, rather than its method
of financing.

Incorporating tax-exempt leases into capital budgets should, therefore, be a straightfor-
ward matter: lease-financed projects which exceed the agency’s threshold of cost and
frequency should be included in the capital budget, lease-financed projects falling below the
threshold should not. But thelegal and accounting treatment of |eases can contributeto acertain
amount of budgeting confusion, and result in reduced oversight of tax-exempt leasing decisions.
The mere fact that |ease obligations, even those underlying major COP issues, are not classified
as debt under State law may cause staff to budget all lease payments as operating expenses,
thereby eluding the capital budget review atogether. Although accounting standards distinguish
between capital and operating leases, this accounting distinction is not useful for capital
budgeting purposes, sinceit is based on the transfer of title or ownership, rather than on thecost
and frequency of the capital expense! A capital lease, for example, might finance the
construction of a county jail, which clearly would fall under the purview of the capital budget, or
it might finance the purchase of a copying machine, which might not. A standardized accounting
definition cannot possibly serve the capital budgeting needs of diverse government agencies.

Consequently, the capital budget need not review all tax-exempt leases, only those
financing capital projects (as defined by each agency). The capital budget clearly should cover
al large, tax-exempt lease obligations issued in lieu of bonds. But the capital budget might not
include smaller tax-exempt leases; nor will it include operating leases. Leaseswhichfall outside
of the capital budget, however, should not be immune from review and oversight. Government
agencies periodically should review the cost-effectiveness of their more routine leasing
decisions, and evaluate alternatives such as pay-as-you-go financing, master leasing, lease lines
of credit, and lease pools (see Guideline 3: Evaluate the Cost-Effectiveness of Tax-Exempt
Leasing).

Overview of Chapter | Guidelines

The first three Guidelinesin this chapter address the principal financial management, or
debt management, issues raised by tax-exempt leasing. Each of these Guidelines can be
incorporated into a broader capital budgeting framework. Guideline 1: Identify the General
Fund Lease Capacity recommends that agencies identify a maximum percentage of their
general fund revenues which safely can be devoted to |ease payments on an annual basis. This
exercise serves as a simple but effective means of setting limits on long-term lease obligations.
Guideline 2: Determine the Necessity for the Proposed Project reminds agencies that the
necessity for a project, rather than the expediency of its financing, should justify the funding
decision. Finaly, Guideline 3: Evaluate the Cost-Effectiveness of Tax-Exempt Leasing
discussesin general terms how to eval uate the cost-effectiveness of tax-exempt leasing for both
equipment procurements and major real property improvements. This Guideline recognizes,
however, that the financing decision may turn on expediency, rather than cost.
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Guideline 4: Do Not Fund Operating Expenses With Long-Term Lease Obligations
reiterates a fundamental principle of public finance that is particularly relevant to tax-exempt
leasing, which offerstheonly practical method of deficit financingfor local agenciesin California.
To concludethischapter,Guideline5: Subject All Leasesto Fiscal Controlsrecommendsthat
agencies subject all leases, large and small, to central oversight and accounting procedures.
Central oversight of leasing serves as a check against the unplanned accumulation of lease
obligations. Central accounting procedures enable agenciesto generate financial reportswhich
accurately reflect the scope of their leasing activity. Thisinformation is needed to evaluate the
cost-effectiveness of routine leasing practices.

Guideline 1: Identify the General Fund L ease Capacity

Government agencies should identify a maximum percentage of general fund revenues
which safely can be devoted to lease payments on an annual basis.

-I_he principal objective of capital budgeting is to reconcile capital spending needs with
available resources. With respect to tax-exempt leasing, the general fund is the resource in
question. A key to successfully managing tax-exempt leasing, therefore, istoidentify that portion
of general fund revenueswhich safely can be devoted to lease paymentson an annual basis. This
ratio, calledthe general fund lease capacity, serves asthe benchmark for evaluating changes
in theactual ratio of lease paymentsto general fund revenuesin any year, or the general fund
lease burden.? Agencies should establish or revise their general fund lease capacities in the
course of preparing their annual capital budgets. Agencies should monitor their general fund
lease burdens on an ongoing basis, and eval uate tax-exempt leasing proposals in terms of their
effect on thisratio. Simply stated, agencies should keep their general lease burdens within their
general fund lease capacities. These ratios offer a simple but effective means of constraining
long-term lease obligations, and serve as common reference points for elected officials, staff,
citizens and investors.

Forecasting General Fund Expenditures and Revenues

The task of identifying the general fund lease capacity is by no means an exact science,
though quantitative analysis should be brought to bear upon the question. To gauge the
affordability of long-term lease obligations, agencies should develop long-term forecasts of
general fund expenditures and revenues. (In many cases, such forecasts are prepared in
conjunction with the devel opment of the operating budget.) By comparing projections of general
fund expenditures and revenues, agencies can estimate how much money will be available for
discretionary purposes — specifically, the payment of lease obligations.

Expenditure forecasts should review the growth of various spending categories relative to
one another, and to revenues. Labor costs, which comprise the largest chunk of spending for
most government agencies, deserve close scrutiny. Other spending obligations vary by type of
agency. County governments, for example, are mandated by the federal and state governments
to provide various health and welfare services, even if the cost of doing so increases faster than
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revenues and necessitates cutbacks in other areas. By annually forecasting general fund
expenditures, agencies can isol ate cost pressureswhich might threaten the avail ability of funding
for lease payments.

Revenueforecasting ismore grounded in statistical analysisthan expenditure forecasting,
because revenue collections are more a function of measurable variables than unpredictable
budgeting decisions. Revenue forecasting techniques range from simple trend analysis (annual
percentage change) to econometric models which measure the sensitivity of the tax base to the
general business cycle, demographic trends, and changes in tax policy. Whatever technique
employed, revenue forecasts should distinguish between those revenues earmarked for specific
programs, and those available for discretionary purposes. County governments, to continue the
example above, receive asignificant portion of their general fund revenuesin the form of federal
and state grants earmarked for the aforementioned health and welfare programs. To alesser
extent, cities and nonenterprise special districts earmark general fund revenues for specific
programs. Cities and counties receive most of their discretionary revenue from property tax,
salestax, and general purpose state grant revenues, principally vehiclelicensefees. By annually
forecasting general fund revenues, agencies can identify poorly performing tax sources and
explore revenue-raising alternatives.

Comparing projected levels of general fund expenditures and revenues givesapreliminary
indication of how much revenue will be available for discretionary purposes during the forecast
period. Agencies should recognize that certain unavoidable expenditures—principaly labor
costs and the unfunded portion of federal and state mandates—are paid out of so-called
discretionary revenue sources. Consequently, agencies need to identify that portion of
discretionary revenues whichtruly will be available for discretionary purposes. Only then does
an agency have the information necessary to reasonably determine its general fund lease

capacity.

TherelsNo Magic Number

In establishing the general fund |ease capacity, it makes senseto err on the side of caution.
Even the most sophisticated revenue forecasting techniques cannot anticipate political decisions
which can profoundly affect revenue collections, such asthe shiftsin property tax revenuesfrom
local governmentsto school districts enacted in the 1992-93 and 1993-94 State budgets. Ideally,
agencies also should set aside anywhere from 2 to 5 percent of their general fund revenues in
an unrestricted reserve, to guard against unforeseen emergencies.® Funding such areserve, of
course, leaves less money available for lease payments. Most agencies do not permit their
general fund lease capacities to exceed 6 to 8 percent of their general fund revenues, but
resource constraints usually keep the lease capacity below that range. I1n any event, the exact
ratio chosen for the general fund lease capacity is not as important as the agency’s overall plan
for reconciling its capital spending needs to available resources.

Agencies should remember that they have two ways to fund capital outlays from general
fund revenues. pay-as-you-go financing and tax-exempt leasing. The analysis required to
surmise the affordability of either option essentially isthe same — that is, identifying the pool of
truly discretionary general fund revenues, and establishing priorities for the disposition of those
revenues. If thisanalysisindicates that an agency can afford to devote more than 5 per cent of
its general fund revenues to lease payments, it should consider paying for more capital outlays
on acash basis, to reduce interest expenses. Alternatively, agencieswill gravitate more toward
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tax-exempt leasing to the extent that resources constraints necessitate leveraging the general
fund to address unmet capital needs. Consequently, it makes senseto eval uate thesetwo options
in tandem.

In some respects, the concept of ageneral fund |ease capacity over simplifies the debt
management task. There is no magic number. There is no reason why an agency can safely
devote, say, 3 percent of itsgeneral fund revenuesto lease payments, but not 4 percent. Because
lease obligationsarepaid from general fund revenues, therisk of default can arisefrom any event
which erodes an agency’s general fund condition, not just from an excessive lease burden, or
problems with an individual lease. But the very planning effort required to establish the general
fund lease capacity makes an agency less vulnerable to unforeseen developments which might
threaten theintegrity of itslease obligations. Projecting general fund expenditures and revenues
on an annua basis should alert agencies to rapidly escalating program costs and poorly
performing revenue sources. This advance warning should give agencies time to make
necessary adjustments. The main benefit of establishing the general fund lease capacity lies not
in the ratio itself, but in the planning effort required to develop that ratio.

Guideline 2: Determine the Necessity for the Proposed Project

The necessity for the project, rather than the expediency of its financing, should justify
the funding decision.

Tax-exempt leasing offers one option for financing the construction or acquisition of
capital projects. But projects financed in this manner may not always receive the same review
and oversight as those financed through conventional forms of debt, since tax-exempt leasesare
exempt from voter approval and other procedural requirements for issuing debt. 1f an agency
does not centralize the review and oversight of tax-exempt leasing proposals, an individual
department may be able to execute a tax-exempt lease for a project that it favors, but which
represents a low priority from an agencywide perspective. Projects of dubious merit are less
likely to be financed through conventional forms of debt, since elected officials are reluctant to
authorize such measures, or place them before the voters—who, if given the chance, are likely
to reject them anyway. It is important to emphasize, therefore, that the necessity for the
project, rather than the expediency of its financing, should justify the funding decision.

Prioritizing Capital Projects

A credible capital budgeting effort develops and prioritizes capital spending proposals in
alogical and methodical manner. First, staff inventories the existing capital stock and assesses
its condition, to generate alist of maintenance and replacement projects. Next, staff identifies
any new facilities and expansions needed to accommodate population growth and maintain
desired servicelevels. Staff thenidentifiesany new facilities or upgrades needed to comply with
federal and state regulations. Finally, staff adds discretionary projectsto thelist at the request
of elected officials and the general public. Staff then ranks these proposals according to criteria
such as fiscal impact, health and safety effects, economic development potential and environ-
mental impact. Projects are funded in order of this ranking, subject to the availability of funds.
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Project Essentiality

In considering the suitability of tax-exempt leasing for any of the projectsidentified through
the capital budget review, the capital project itself should be an important consideration. To
compensate for the conditional nature of |ease obligations, investors and rating agencies prefer
to seetax-exempt leases executed for facilitiesrequired for the delivery ofessential government
services, such as police and fire protection, rather than for discretionary facilities, such as
convention centers and museums. Theinvestment community believes, not without reason, that
government agencies are more likely to honor lease obligations involving essential government
property. In the leasing vocabulary, this credit consideration is referred to as project
essentiality.

Guideline 3: Evaluate the Cost-Effectiveness of Tax-Exempt L easing

Government agencies should evaluate the cost-effectiveness of tax-exempt leasing
relative to other financing alternatives, and keep in mind that non-cost factors may
influence the financing decision.

The goal of any asset acquisition decision is to acquire the asset at the lowest possible
cost. To trandate this goal into policy, an agency must evaluate the cost-effectiveness of
different procurement options. If an agency has enough cash on hand to purchase an asset
outright, this evaluation is pretty straightforward — a matter of identifying the lowest price tag
or bid. But if an asset is to be financed through debt or a tax-exempt lease, this evaluation is
considerably more complex, involving the comparison of transaction costs and cash flows over
time* Agencies should evaluate the cost-effectiveness of tax-exempt leasing for major capital
projects through their capital budgeting processes. Agencies may choose to review the cost-
effectiveness of smaller, more routine leasing decisions periodically, rather than on a case-by-
case basis, to conserve administrative resources. This review can be conducted either in
conjunction with the capital budget, or separately.

Small Equipment and Vendor L eases

Government agencies should not lease small equipment items out of habit. Alternative
procurement strategies may be both economical and feasible. By paying for certain equipment
items out of current revenues, agencies can avoid interest charges altogether. Where tax-
exempt leasing is preferable, agencies should explore alternatives to executing separate |eases
for each acquisition. Specifically, agencies should evaluate the potential for cost savingsthrough
master leases, lease lines of credit and lease pools.

Pay-As-You-Go Financing. A basic tenet of debt management isto avoid unnecessary
borrowing. By paying for capital expenses out of current revenues, agencies can avoid interest
charges and minimize the administrative chores associated with debt management. Although
usually it is not feasible to finance large capital projects out of current revenues, the sameis not
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true for many of the relatively minor equipment items often financed through leases, such as
computers, copying machines and telephones. If an agency’s administrative overhead is large
enough for its equipment outlaysto recur on a predictable basis, it may be able to shift to a pay-
as-you-go financing scheme for at least some of these items.

Master Leases. A master |ease permits an agency to acquire different pieces of real and
personal property under one lease contract. By accepting competitive bids for financing under
amaster lease agreement, an agency may be able to arrange much better terms than would be
possible through a series of small vendor lease transactions. Outstanding leases also may be
consolidated under a master lease agreement. Apart from financial considerations, master
leasing relieves an agency from the administrative burden of arranging financing for each
acquisition, and allows it to coordinate the leasing activities of different departments?®

To evaluate the financial benefits of master leasing, an agency should compare interest
rates and transaction costs under stand-alone leases to those under a master lease. An agency
should review itsfinancial reports for information on its past leasing practices, which can serve
asthebasisfor projecting itsfutureleasing needs. Interest rate and transaction cost information
can be obtained from investment banking and financial advisory firms.

Lease Lines of Credit. A lease line of credit offers another alternative to arranging
financing for individual leases. A lease line of credit offers financing on demand under a fixed
or floating interest rate. The specific assets to be financed are not identified at the time theline
of credit is negotiated, although lender and borrower agree as to the types of assets eligible for
financing. A leaseline of credit may be arranged with or without a master |ease agreement. As
in the case of master leasing, the cost-effectiveness analysis should focus on a comparison of
interest rates and transaction costs relative to a series of stand-alone transactions.

Lease Pools. Another alternative to arranging financing for individual leases is to
participate in a lease pool sponsored by one of several statewide associations, such as the
Cdlifornia State Association of Counties (CSAC), the California School Boards Association
(CSBA), the California Special Districts Association (CSDA), and the Association of Bay Area
Governments (ABAG). Typically, these associations create asubsidiary to serve asthe nominal
lessor and issue COPs or lease revenue bonds serviced through lease agreements with
participating agencies. Aswith the other two alternatives, the cost-effectiveness evaluation of
participating in alease pool should focus on a comparison of interest rates and transaction costs
relative to stand-alone issuance. In most cases, pooling is more advantageous for small |eases
under $1 million. The credit quality of any agency’s prospective lease offerings, relative to that
of the pool, is an important determinant of potential savings. To protect against risk, investors
price pool securities according to the weakest link, or the least secure underlying obligation in
thepool. To the extent that an agency’ s prospective lease offerings would receive higher credit
ratings than that of the pool, the benefit of reduced issuance costs may be offset by a higher
interest rate than would be available under stand-alone issuance.

Tax-Exempt Leases for Major Capital Projects
Agencies should perform a cost-effectiveness eval uation of the financing alternativesfor

each project candidate identified through the capital budget review. The financing alternatives
for major capital projects include current revenues, debt, intergovernmental grants and tax-
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exempt leasing. Pay-as-you-go financing is cheaper than borrowing, as noted above, since it
avoidsinterest charges altogether. But most governmental budgets have limited room to absorb
large one-time capital outlays. Intergovernmental grants, though alwayswel come, have become
increasingly scarce in this era of fend-for-yourself federalism. Consequently, the cost-
effectiveness evaluation usually reduces to an analysis of borrowing alternatives. In practice,
this evaluation entails apresent val ue cost anal ysi s— discounting to present valueall initial and
continuing costs arising from the financing. The discount rate used in the present value analysis
isthe expected interest rate on the borrowing, otherwise known asthecost of capital. All things
being equal, the most cost-effective financing option should be chosen.

Tax-Exempt L easesversus General Obligation Bonds. For nonenterprise (nonrevenue
producing) projects which provide a general benefit to the community — projects such as
schools, administration buildings, courthousesand jail s, tax-exempt | easing and general obligation
(G.0.) bonds may offer the only financing alternatives® The general obligation bond alternative
usually will win this cost-effectiveness eval uation hands-down. For starters, general obligation
bonds receive an agency’ s highest credit rating, reflecting the security of the full faith and credit
pledge. Tax-exempt lease obligations typically are rated a single category below an agency’s
general obligation bond rating, which translatesinto higher interest rates. 1naddition, tax-exempt
leasing requires a larger borrowing to fund the reserve, capitalized interest account, and
insurance premiums — none of which isrequired in ageneral obligation bond offering. Finally,
tax-exempt leasing entails higher issuance costs, because of added legal work and higher
underwriting spreads (G.O. bondstypically are sold through competitive sale, which entailsaless
aggressive and costly underwriting effort). But the prohibitive barrier posed by the two-thirds
voter approval requirement often renders the general obligation bond alternative unworkable.
Pragmatism, rather than price, may dictate the choice of tax-exempt leasing.

For certain types of projects, tax-exempt leasing may offer simply the best financing
choice, notwithstanding the feasibility of other options or the added costsinvolved. Suppose, for
example, that an agency could save money by constructing an office building, rather than
continuing to rent office space throughout town. Even if the project could be financed through
general obligation bonds, doing so would impose an unnecessary tax increaseonthepublic. After
all, when voters approve local general obligation bond measures, they authorize not only new
debt, but also the property tax override needed to secure that debt. Instead, the agency could
finance the office building through a tax-exempt lease, paid for with the funds previously
budgeted for rent. The higher borrowing costs under tax-exempt leasing would be preferable to
the unnecessary tax increase imposed under the general obligation bond alternative.

In summary, agencies should eval uate the cost-effectiveness of tax-exempt leasing, but
remain aware of the shortcomings of thisanalysis as a decision-making tool. Upon choosing tax-
exempt leasing, however, agencies should make every effort to minimize their borrowing costs
through the intelligent structuring and marketing of the lease obligation (as discussed in Chapter
II: Structuring and Marketing Guidelines).
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Guideline 4. Do Not Fund Operating Expenses With Long-Term L ease Obligations

The proceeds from the issuance of lease obligations should not be used for deficit
financing.

M ost finance professional's strongly discourage the use of long-term obligationsto fund
current operating expenses. Although this admonition applies to all forms of public borrowing,
it is particularly relevant to leasing, which offers the only practical method of deficit financing
for local agenciesin California. Specifically, agencies can engineer sale-leasebacks or lease-
leasebacks of existing assetsto generate the cash needed to paper over an operating deficit. The
well-publicized Richmond Unified School District COP default in 1991 involved just such anasset
transfer. Deficit financing in this manner reflects an unwillingness or inability on the part of
management to address the underlying discrepancy between revenues and expenditure obliga-
tions.

Restructuring Governmental Obligations

In rare instances, an asset transfer, or the pledge of future lease revenues where a
government agency is lessor, may be executed as part of a workout strategy for a fiscally
troubled agency. If thisapproach permits an agency both to retire existing debts and correct an
imbalance between expenditures and revenues, it may be advisable. Nonetheless, borrowing
should not substitute for difficult budget-balancing decisions.

Guideline 5: Subject All Leasesto Fiscal Controls

Government agencies should subject all leases to centralized oversight and accounting
procedures.

I n order to make sound leasing decisions, agencies need financial reports which
accurately reflect the scope of their leasing activity. Channeling all leases, both large and small,
through centralized oversight and accounting systems all ows agencies to generate such reports
and serves as a check against the unplanned accumulation of general fund lease obligations.

Central Oversight of Leasing

The ease with which government agencies can execute lease transactions can lead to
digointed leasing practices. In a municipal government, for example, the police, fire, public
works, and parks departments may independently enter into lease obligations without central
review. Although the financial commitment imposed by each lease may be modest, an
accumulation of such obligations may represent asignificant general fund burden. The problem
with decentralized leasing practices arises from the long-term nature of lease obligations, not
with individual departments exceeding their budget authority in any singleyear. If afiscal crisis
necessitates major budget cuts — or even the wholesal e elimination of departments — elected
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officials may find their range of options limited by long-term lease agreements executed at the
departmental level. Channelling leases through a central oversight department acts as a check
on the accumulation of multiyear spending commitments. Central oversight also allows the
similar spending requests of separate departmentsto be grouped into larger transactions or lease
pools to achieve economies of scalein leasing. Typically, the finance department is best suited
to this oversight role, although the cooperation of the purchasing department also is desirable.

Accounting and Financial Reporting

As previously mentioned, the different treatments of leases under accounting standards,
federal and state law, and local capital budgeting practices can be confusing. For accounting
purposes, government agencies should adhere to Generally Accepted Accounting Principles
(GAAP), and more specifically, Financial Accounting Standards Board Statement 13, which
requires that both the principal and interest portions of lease payments be recorded as debt
service expenditures, and that the outstanding liability for the lease obligation be reduced with
each lease payment by the principal amount of the payment.

The correct accounting treatment of |eases allows agenciesto generate accurate financial
reports, which advances several financial management objectives. Accurate financial reports
permit the ongoing monitoring of the cumulative general fund lease burden, the key financial
management (i.e., debt management) indicator. Accurate information on the volume and type
of leasing activity allows administrative staff to evaluate the feasibility of alternatives such as
master | eases, leaselinesof credit, and lease pools. Finally, accuratefinancial reportsallow staff
to determine whether rate increases are needed to maintain coverage ratios (above operations,
maintenance and debt service expenses) for installment sale agreement COPs issued for
government enterprise projects.

NOTES

1. Financial Accounting Standards Board Statement 13. See “Capital Leases,” pages
25-26in Gover nmental Accounting, Auditing and Financial Reporting. Chicago:
Government Finance Officers Association, 1988.

2. Theratio of lease paymentsto general fund revenuesis one part of the broader ratio
of debt service paymentsto general fund revenues (or expenditures) used for credit
rating purposes. It ispossibleto shift the composition of borrowing toward or away
fromleasing without affecting thisbroader measure. Thenarrower measurefocuses
more exclusively on the ability of the general fund to support lease obligations.

3. Under the provisions of AB 1200, school districts may be required to maintain
certain ratios of unrestricted general fund reserves. Guideline 18: Conformto AB
1200 Criteria for Long-Term Borrowing recommends that districts adhere to
these standards even when they are under no obligation to do so. See Chapter V:
School District Guidelines, pp. 53.
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Evaluating the cost-effectiveness of lease-purchase options involving different terms
and interest rates requiresthe application of formulaswhich are not presented here. For
athorough treatment of this more technical material, please refer to “ Cost Calculations
for Lease-Purchase Decisions’ (Chapter 8) in A Guide to Municipal Leasing, John
Vogtand LisaCole, eds. Chicago: Municipal Finance Officers Association, Government
Finance Research Association, 1983.

A more detailed explanation of master leases, including a schematic diagram, can be
foundinthe CDAC publicationLeasesin California: Their Formand Function, pp 1-
16 through 1-18.

See discussion in Chapter IV: Public Policy Guideline, under the heading “Impact of
Debt Restrictions on Tax-Exempt Leasing Practices,” pp. 41-42.
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Chapter 11
STRUCTURING AND MARKETING GUIDELINES

Page
Guideline 6: Incorporate Necessary Security Features 21
Guiddine 7: Consider Earmarking General and Special Fund Repayment Sour ces 24
Guiddine 8: Do Not Rely Upon Volatile Repayment Sour ces 25
Guideline 9: TheTerm of the Lease Should Not Exceed Useful Life of the Asset 27
Guiddine10: Evaluate Credit Enhancement Needs 27
Guideline11: Solicit Competitive Bidsfor Small L eases 29
Guideline12: Control the Resale of Privately Placed L eases 30

A fter determining throughthe capital budget review that tax-exempt |easing of fersthe best
financing aternative for agiven project, an agency facesanumber of considerationsin preparing the
issuefor sale. Many of these considerations arise whenever an agency tapsthe capital markets. For
any bondissue, itisnecessary to (1) sizetheissue, (2) designamaturity structure, (3) select themethod
of sale, and (4) retain professional assistance. But the structuring and marketing of tax-exempt lease
obligationsinvolves additiona considerations, which are addressed in this chapter. The goa of these
effortsis to achieve the best financing terms possible.

Overview of Chapter |1 Guidelines

In California, tax-exempt leases executed for mgjor capital projects include an abatement
clause — that is, the lease obligation is contingent upon the right to beneficial use and/or occupancy
of theleased property. Therisk of abatement, however, isincompatiblewith theinvestment objectives
of most investors in municipal securities, who are a conservative, risk-averse group. To address
investor concerns, Guideline 6: Incorporate Necessary Security Features recommends that
agenciesfollow industry practiceandincorporate security featureswhich minimize abatement risk into
their tax-exempt |ease obligations.

Guidelines 7 through 10 addressadditional considerationsrelevant to thefinancia structure of
tax-exempt lease obligations. Guideline 7: Consider Earmarking General and Special Fund
Repayment Sour ces describes how ear marking certain revenue streamsfor the repayment of tax-
exempt leases and installment sale agreements can, in certain instances, advance both policy and
financial objectives. Inevauating the suitability of different revenue sourcesfor the payment of lease
obligations, Guideline 8: Do Not Rely on Volatile Repayment Sour ces recommends that agencies
avoid thoseexhibiting avolatility incompatiblewith debt servicerequirements. Guideline9: TheTerm
of the Lease Should Not Exceed the Useful Life of the Asset reiteratesageneral debt management
principlethat is particularly relevant to leasing, as |ease agreements which extend past the useful life
of an asset may not legally be enforceable. Findly, Guideline 10: Evaluate Credit Enhancement
Needs advises agencies to evaluate the costs and benefits of obtaining not only bond insurance and
letters of credit, but also two low-cost credit enhancement alternatives not available for other types
of debt: the asset transfer structure and the State Credit Plus program.
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The focus of the remainder of this chapter shifts away from major tax-exempt leasesto the
smaller privately placed | easescommonly executed for equi pment, vehi cleand computer procurement.
Guideline 11: Solicit Competitive Bids for Small Leases recommends that agencies separate
procurement from financing, and solicit competitive bids for the latter, rather than merely accept the
financing terms extended by equipment vendors. Findly, Guideline 12: Control the Resale of
Privately Placed Leases recommends that agencies control the resale, or securitization, of lease
obligations—not so asto prohibit this activity outright, but merely to specify the circumstances under
which it may occur.

Guideline 6: Incorporate Necessary Security Features

Government agencies should incorporate capitalized interest accounts, insurance policies,
and reserve funds into their tax-exempt lease obligations to reduce abatement risk and
improve the marketability of these securities.

The presence of abatement risk distinguishes tax-exempt |ease obligations from debt, and
therefore exemptstax-exempt leasing from the procedural requirementsthat apply when issuing debt.
But investors are not willing to extend loans subject to abatement risk merely so that governmental
borrowers can avoid legal debt restrictions. To address investor concerns, government agencies
should incorporate the security features described below into their tax-exempt lease offerings. By
increasing the size of the borrowing, these security features represent an added cost to the
governmental issuer, as al funds borrowed must be repaid with interest. These security features,
however, aso attract more favorableinterest rates (by minimizing investor risk) and protect theissuer
from certain risks.

Capitalized Interest

For a construction project financed through an abatement lease, the government lessee’'s
obligation to make payments from its general fund cannot commence until the facility is completed.
Toensurethat investorswill be paid during the construction period, and to protect investorsfrom aloss
of incomeresulting from construction delays, the size of the borrowing normally isincreased toinclude
interest paymentsfor asufficient period of time past the schedul ed acceptance date. Thecapitalized
interest issegregated into aspecia account for making lease rental payments during the construction
period. Although the period of time for which capitalized interest should cover lease payments can
vary, most tax-exempt lease obligations fund capitaized interest accounts at an amount sufficient to
cover the estimated construction period plus three to six additional months.

The fundsin the capitalized interest account generally are invested in short-term obligations
until they are needed. Depending upon the spread between short-term and long-term interest rates
(the shape of theyield curve), these short-term obligations may not earn arate of interest as high as
the True Interest Cost of the tax-exempt lease offering (which has alonger averagelife). Thus, the
capitalized interest account needs to include sufficient funds to offset any negative arbitrage,
resulting in an additiona cost to the issuer.

Avoiding Capitalized I nterest Through An Asset Transfer. Oneway to avoid the added
costs of capitalized interest isto structure the lease transaction as an asset transfer. Under an asset
transfer, the governmental issuer sells or leases an existing asset that it owns outright in order to fund
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the construction or acquisition of aseparate asset. For example, acounty might sall itsjail and lease
it back, using the proceeds from the sale to construct an administration center. Because the lease
agreement isexecuted for an existing asset, construction risk iseliminated and the need for capitalized
interestissubstantially reduced or avoided. Thegovernmental issuer may berequiredto pay for athird
party appraisal of the asset, and augment itsinsurance coverage. (SeeAsset Transfer discussonin
Guideline 10: Evaluate Credit Enhancement Needs.)

I nsurance Requirements

Agencies incorporate various insurance policies into their tax-exempt lease agreements to
protect investors from aloss of income resulting from construction delays or property damage. (This
type of insurance is digtinct from bond insurance which protects investors in cases of default or
nonpayment, as discussed in Guideline 10: Evaluate Credit Enhancement Needs.) Insurance
proceeds can be used to repair or replace adamaged facility or to pay debt service during a period of
rental abatement. In evauating insurance policies, agencies should weigh the financial risks of
accepting higher deductibles in return for lower premiums. The following types of insurance most
commonly are incorporated into tax-exempt |ease agreements:

0 Builders Risk Insurance and Performance Bonds. In addition to capitdized interest,
construction risk can be mitigated by purchasing, or requiring a contractor to purchase,
commercialy available builders risk insurance and performance bonds. Builders risk
insurance protectsinvestors from certain types of construction risk, such asfire, ssormsand
construction accidents, but not necessarily others, such as earthquakes and floods. Perfor-
mance bonds protect against construction delays caused by builder nonperformance, by
providing for funds to pay another contractor to complete the project. Performance bonds
typicaly relievebuildersfromliability for delayscaused by strikes, materia shortages, or other
events beyond their control.

0 Property and Casualty Insurance. Anagency normally purchases property and casualty,
or all risk, insurance in an amount equal to the lesser of the leased asset’ s full replacement
value or the outstanding lease obligations. If coverage equalsreplacement costs, theleaseor
trust indenture should specify that insurance proceeds will be applied to rebuilding, unless
proceeds are sufficient to retire al outstanding lease obligations.

0 Rental Interruption Insurance. Rental interruptioninsurance, also called businessinterrup-
tion insurance, provides funds to cover debt service during a period of abatement while the
facility isrepaired or replaced. The period of time during which rental interruption insurance
will pay debt service usualy approximates the period required to replace the facility. Such
insurance usualy isrequired as a condition of receiving a credit rating for the lease offering.

o TitleInsurance. Most lease agreements include title insurance equd to the full amount of
the borrowing to protect against defects in the title to the property. Title insurance may not
be required if the leased asset has been owned for a considerable period of time.

o0 Earthquake Insurance. For agencies in areas of California prone to earthquake risk,
investors and rating agencies may require earthquake insurance. The State of Californiahas
been conducting ongoing evaluations of earthquake zones in the state, which agencies may
refer tointheir Official Statements asevidence of why earthquakeinsurance may or may not
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berequired.r Government agenciesal so should beaware of the distinction between choosing
to carry earthquake insurance and legally committing themselves to purchase that insurance
throughout the term of the lease.

0 FloodInsurance. Floodsrepresent aspecial hazard similar to earthquakes. Rating agencies
and investors may require agencies constructing projects in flood plains to purchase flood
insurance.

0 Pollution Insurance. Under Cdifornialaw, publiclandfillsare required to beinsured against
certain pollution risks. Pollution insurance also may be advisable for wastewater trestment
plants.

o Public Liability Insurance. Unlike the other types of insurance, public liability insurance
does not protect investors from abatement risk arising from damage to the facility. Rather,
it protects theagency from claimsarising from the use and operation of thefacility. Because
aggnificant clam could jeopardize an agency’ s ability to honor itsfinanciad commitments—
including its lease obligations—rating agencies and investors may require public liability
insurance.

o0 Sdf-Insurance. Inresponseto rapidly escalating commercial insurance rates, many public
agencies have ingtituted self-insurance programs. Self-insurance programs, which are
subject toannual actuarial reviewsof reservelevel adegquacy, may beapermissiblealternative
in the eyes of rating agencies and investors. Self-insurance may not be an acceptable
aternative to commercial earthquake insurance if the agency’s obligation is limited to self-
insurance reserves and does not extend to its general resources. In addition, self-insurance
for rentd interruption (covering aperiod of morethan oneyear) may violate the constitutional
debt limitation.

Reserve Fund

Tax-exempt |easeobligationssubject to abatement ri sk shouldincludereservefundsto provide
liquidity during periods of abatement. Intheevent of construction delays, the reserve supplementsthe
capitalized interest account to protect against late payments. In the event of damage to the project
after completion, the reserve provides liquidity while awaiting the receipt of insurance payments.
Reservefundsalso provideliquidity in the event of adelay in appropriation brought on by aprotracted
budget stalemate (in many situations, agencies have no statutory authority to make lease payments
without a budget in place).

Although investors prefer areserve equa to maximum annual debt service, federal tax law
restricts the funding of reservesto thelesser of (1) 10% of the par amount, (2) maximum annual debt
sarvice, or (3) 125% of average annual debt service. To receive afavorable credit rating, theissuing
agency may haveto supplement the reserve from other sources. Inlieu of acash funded debt service
reserve fund, an agency may obtain a surety bond or letter of credit.

The trust agreement for certificates, or trust indenture for bonds, should specify permitted
investmentsfor the debt service reserve fund, aswell asthe other funds created and managed by the
trustee. Becausethefundsinthereserve need to bereadily available, they should beinvested in short
and medium-term instruments which are highly liquid, or in investment contracts which permit draws
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on debt service payment dates. Because the trustee is under no obligation to make up investment
losses, reserve funds should be invested in high quality securities such as direct or guaranteed
obligations of the U.S. government. Moreover, the rating agencies specify permissible reserve fund
investments which governmental issuers must observe as a condition of receiving a credit rating.

Guideline 7: Consider Earmarking General and Special Fund Repayment Sour ces

To advance policy and financial objectives, government agencies should consider earmark-
ing general and special fund repayment sources for tax-exempt leases and installment sale
agreements.

Cenificat&s of participation represent undivided, fractiona interestsin either a tax-exempt
lease or an installment sale agreement, depending on the type of project being financed. For
nonenterprise (nonrevenue producing) projects supported by general fund revenues, a tax-exempt
lease servesastheunderlying obligation. Lease paymentsaremadefromany legally availablegeneral
fund revenues, contingent upon the right to beneficial use and/or occupancy of the leased property
(under an abatement lease). For self-supporting enterprise (revenue producing) projects, an
installment sale agreement typically serves asthe underlying obligation. Installment sale agreements
typicaly are structured as absolute and unconditional specia fund obligations.

For certaintypesof projects, agenciesmay be ableto earmark revenue sourceswithin general
and special funds for the repayment of obligations. Earmarking repayment sources can advance the
policy objectiveof linkingthebenefitsreceived by usersof aparticular project totaxesor feescollected
from those users. Or, earmarking may provide away of capitalizing a specia fund revenue source,
thereby offering an dternative to pay-as-you-go financing.

Earmarking General Fund Revenues

In most cases, earmarking general fund revenues for lease payments does not amount to a
legal pledge of revenues. Leasesusudlly arepayablefromall legally available general fund revenues.
But internally earmarking specific general fund sources to the payment of lease obligations can
advance the debt management objective of requiring thosewho benefit from aparticular project to pay
forit. Forexample, acity might decideto buildamultilevel parking garagepaid for by parking revenues.
To addressinvestor concerns asto adequacy of parking fees, the agency might structure the offering
as a tax-exempt lease obligation payable from al legaly available general fund revenues. But
internally, the agency might earmark parking fees for debt service. Parking rates would be set to
generate sufficient revenues for debt service. If parking fees did not materialize as expected, the
shortfall would be paid from other general fund revenues.

Earmarking Special Fund Revenues
It is not necessary to earmark revenues to the repayment of COPs issued to finance
enter prise projects since these financings, by definition, are self-supporting through fees. But not all

projects financed through special funds are enterprise projects. Nonenterprise transportation
projects, such as highways, roads, and transit equipment, also are paid for through special funds,
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consisting of federal grant, state gastax and other transportation-related revenues. Historicaly, these
specia fund revenue sources have been spent on acash basis. Inrecent years, however, local transit
agencies in California successfully have issued COPs for transportation projects by earmarking
specia fund revenues to the payment of these obligations.

Federal Transit Administration Funds. In1990, theFederal Transit Administrationrevised
its regulations to permit federal grants to pay for up to 80 percent of both the principa and interest
components of a COP issue. Prior to that time, federal transit funds could pay for up to 80 percent
of the principal component only, which made the local match requirement prohibitive. Since this
regulation wasrevised, transit agenciesin San Diego, Sacramento, and Los Angeles haveissued over
$200 millionin COPssecured by federal transit funds, with thelocal match requirement paid fromlocal
and state sales tax revenues earmarked for transportation.

By leveraging federal funds, agencies can accelerate their bus fleet procurement programs,
which can produce a present val ue savings (from infl ation avoidance) when compared to a stretched-
out procurement schedule. And by removing older busesfrom their fleets more quickly, agenciescan
reduce maintenance costs and introduce sooner more environmentally sensitive equipment.

State Gas Tax Revenues. In 1990, Cdlifornia voters gpproved Proposition 111, which will
double the state gas tax over a period of five years (from 9 cents per gallon in 1990 to 18 cents per
gdlonin 1994). Collectively, cities and counties each receive approximately 11.5 percent of these
revenues, according to aformulabased on population and other factors. Although these funds should
help agencies address pent-up project demands, their ability to leverage these fundsis hampered by
the State Condtitution, which prohibits the pledging of state gas tax revenues for bonds.

In 1991, the City of Fresno, armed with alega opinion stating that the prohibition on bonding
gas tax revenues does not apply to COP obligations, issued $11.2 million of COPs secured by state
gas tax revenues, thereby becoming the first agency in California to borrow against state gas tax
revenues. Under the COP structure, certificate holders do not have alien on gas tax revenues, but
all gas tax revenues are deposited monthly with the trustee until sufficient amounts are available to
make the annua certificate payments. Funds are then deposited in the City’ stransportation account.

Guideline 8: Do Not Rely Upon Volatile Repayment Sour ces

Government agencies should rely on stable revenue sources for repayment of lease
obligations.

When evaluating the suitability of any revenue source for debt service payments, agencies
should look for a stable history of revenue collections. Most taxes and fees are tied to tangible
economic transactions which are sensitive to broader economic cycles, to varying degrees. Salestax
revenues, for example, ebb and flow accordingtotheleve of taxablesales, akey indicator of thehealth
of the consumer sector of the economy. The cyclicality of salestax revenue collection does preclude
bonding; it merely resultsin ahigher coverage ratio than would be required for amore stable revenue
source. Therevenue sources described below, however, exhibit avolatility that isnot compatiblewith
debt service requirements. Agencies should avoid relying on these revenue sources as the primary
repayment source for obligations.
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Developer Impact Fees and Connection Fees

To address the decline in property tax revenues resulting from Proposition 13, cities and
counties have come to rely on their authority to charge developer impact fees as a condition of
approving development projects. School districts—though lacking jurisdiction over land use deci-
sions—al so havereceived permission, through the L egid atureand the courts, to levy devel oper impact
fees. State law requires developer impact fees to be applied to specific infrastructure needs arising
from the development project on which the fee was levied.

Relying on developer fees presents a quandary for local agencies. On the positive side,
devel oper feesrequire new devel opment topay i tsown way, which meansthat thebroader community
does not have to subsidize the infrastructure costs of development. But devel oper fees aone do not
generate revenues quickly enough to address all growth--related infrastructure needs in a timely
manner. Certain types of infrastructure--for example, highways and water supply projects--cannot
be expanded incrementally to accommodate growth, but instead must be constructed inlarge, discrete
intervals to realize economies of scae in congtruction. To avoid growth-related congestion, these
facilitiesideally should be constructed with enough excess capacity to absorb popul ation increasesfor
several years. Developer fees, which typicaly are collected at the time building permits are issued,
do not generate funds quickly enough to implement the growth management policy of concurrency.
Agencies face the unappealing choice between subsidizing development, or alowing it to congest
exising public facilities.

During thehousing boom of thelate 1980s, communitiesinrapidly devel oping areasof thestate
addressed this dilemma by issuing COPs, rather than waiting for sufficient devel oper fee revenuesto
accumulate. Although thisapproach certainly advanced land use planning goals, it a so exposed these
agencies to the potentiad for financia difficulties, to the extent that they depended upon robust
developer fee collectionsto service their obligations. Housing construction is one of the most cyclical
sectors of the economy, as evidenced by the dramatic dropoff in local developer fee revenues
beginning in 1990. Economigts track swings in housing starts to predict economic recoveries and
contractions. Developer feecollections, therefore, exhibit avolatility whichisnot compatiblewith debt
service requirements. The same dynamics apply to water and sewer connection fees. Agencies
should avoid relying on these revenue sources as the primary repayment source for obligations.

Fines and Forfeiture Revenues

Citiesand countiesretain aportion of thefine and forfeiture revenuesthey collect for various
criminal and civil violations, and remit a portion to the State. Fine and forfeiture revenue collections
depend upon the levels of fines established by the state L egidlature, and the aggressiveness of local
enforcement efforts. During the 1980s, many localities initiated successful efforts to enhance
collections, by serving warrants to violators delinquent on their accounts. But in 1991, the State
required cities to transfer 50 percent, and counties to transfer 75 percent, of their non-parking fines
to the State, to offset part of the additional State funding of thetria courts. By reducing the proportion
of fine and forfeiture revenues retained localy, this action may serve as a disincentive for loca
collection efforts. The historical voldtility of fine and forfeiture collections, aong with the uncertain
prospect of future collections, argues against pledging these revenues asa primary repayment source
for obligations.
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Guideline9: The Term of the L ease Should Not Exceed Useful Life of the Asset

Government agencies should not agree to lease terms which extend beyond the anticipated
useful life of the asset.

The rationdefor financing capital acquisitionsthrough borrowing isto link the responsibility
of paying for public facilitiesto the benefits derived from those facilities. For that reason, the term of
afinancing should not exceed the useful life of theasset. Thisgenerd principleisall themorerelevant
to tax-exempt lease obligations. Because the lessee’ s obligation under an abatement leaseistied to
theright to beneficial use and/or occupancy of the leased asset, alease extending beyond the useful
life of the asset might not be legaly enforceable. Similarly, under a nonappropriation lease, the
agency’ swillingnessto continue appropriations would be suspect during the period in which the asset
was no longer available. To promote sound debt management and ensure the marketability of the
obligation, agencies usually should establish aleaseterm shorter than the anticipated useful life of the
asset.

Guideline 10;: Evaluate Credit Enhancement Needs

Government agencies should perform cost-benefit analyses of available credit enhancement
alternatives before issuing tax-exempt lease obligations.

As part of the preparations for any bond issue, agencies should evaluate the costs and
benefitsof credit enhancement. Thetwo principal formsof credit enhancement—bond insuranceand
letters of credit—are available for tax-exempt lease obligations. But issuers of tax-exempt lease
obligations have two additiona optionsthat are not available for other types of bonds. First, agencies
can structure aleasetransaction asan asset transfer, thereby substituting the credit of amore essential
facility and eliminating construction risk. Second, agencies can participateinthe Credit Plus Program,
a dtate intercept program which guarantees payment of tax-exempt lease obligations through
allocations of state Motor Vehicle License Fee revenues.

Bond Insurance

A bondinsurancepolicy protectsthebond or certificate holder by paying principa andinterest
installmentsin the event that the issuing agency faillsto do so. If adefault occurs, the trustee follows
certain procedures to notify the bond insurer and receive payment. After making the principal and
interest payments required under the policy, the bond insurer then assumes the position of investors
in terms of seeking legal recourse for payments from the issuing agency.

Theadded security to investorsafforded by bondinsuranceresultsinahigher credit rating and
lower borrowing costsfor the new issue. The governmental |essee must weigh these benefits against
the cost of the policy, a premium charged as a percentage of the present value of total debt service
insured. The benefits of lower interest rates under the policy should be quantified for each maturity
and discounted to present val uefor compari sonwiththe cost of theone-timepremium. Bondinsurance
firms observe limitations on the volume of California tax-exempt lease obligations they underwrite,
which may inhibit the availability of bond insurance.

-27 -




Letter of Credit

Theletter of credit (LOC) istheother principa formof credit availablefor new issuemunicipal
securities. LOCs are contractual promises issued by banks to pay specified amounts to designated
beneficiariesunder certain conditions. For credit enhancement purposes, the LOC isdesigned to pay
thetrustee debt service paymentsin the event the governmental lesseefailsto do so, much likeabond
insurance policy. Inadditionto credit enhancement, L OCs serve another function: to provideliquidity
for variable rate or tender offer bond or certificate issues. Under thisform of LOC, the bank agrees
to advance any funds necessary to purchase any bonds or certificates tendered by investors.

A key distinction between LOCsand bond insuranceisthat L OCsdo not cover theentireterm
of the bond or certificate issue, usualy extending no more than three to seven years. The bond
indenture typically specifies that if the LOC is not renewed upon expiration, or a suitable substitute
cannot be found, the bonds or certificates must be redeemed prior to the LOC expiration date. LOC
providers normally charge both initial fees and annual feesfor the continued availability of the LOC.
The present value analysisundertaken to eval uate the benefitsand costsof obtainingan LOCissimilar
to that performed for bond insurance.

Asset Transfer

The asset transfer, or equity strip, offersalow-cost option for strengthening the credit rating
of atax-exempt lease offering (in addition to eliminating the need for capitalized interest, asdiscussed
in Guideline 6: Incorporate Necessary Security Features). Under an asset transfer, an agency
sells or leases an existing asset to generate funds for a separate capita project, then leases back the
original asset. Even though the purpose of the asset transfer isto fund anew asset, the credit rating
is based on the leased asset—the original asset. The asset transfer alows an agency to finance an
asset which might not be deemed essentia by the investment community—for example, amuseum—
by substituting the credit of an existing, more essential asset—for example, a courthouse. The
proceedsfrom the sale or lease of the courthouse would pay for the cost of constructing the museum.
The agency would then own the museum outright, and enter into along-term lease for the courthouse.

Agencies may encounter the criticism that executing an asset transfer is tantamount to
mortgaging its assets—arecklessfinancia practice. Thiscriticismisunwarranted if the proceeds
fromthesaleor |easeof theexisting asset paysfor theconstruction of anew asset of comparablevalue.
True, theasset transfer requiresan agency to makel ease paymentson an asset that it previously owned
outright, but the agency does not have to make lease payments on the newly acquired asset, which
it ownsoutright. And substituting the credit of amore essential asset into the lease agreement lowers
overal borrowing costs.

The Credit Plus Program

The Credit Plus Program is a State intercept program available for cities and counties in
Cdlifornia. Under the provisions of the program, cities and counties can elect to guarantee payment
of their general obligation bonds and |ease obligations through their alocation of motor vehiclelicense
fee revenues from the State. Upon notification from a trustee that a participating city or county did
not make arequired debt service payment, the State Controller isdirected to make the payment from
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the city or county’ sshare of motor vehiclelicensefeerevenues. Standard & Poor’ s Corporation will
assign a minimum “A” rating to the quaified obligations of cities and counties participating in the

program.

Guideline 11: Solicit Competitive Bids for Small L eases

Government agencies should solicit competitive bids for small lease offerings from lease
brokers, financecompanies, banks, and other institutional investors, and separ ate procurement
from financing for all lease purchases.

Government agencies should not s mply accept the financing terms extended by equi pment
vendors, which sometimes carry high interest charges. To achieve the lowest possible borrowing
costs, agencies should instead separate the acquisition of equipment from its financing, and solicit
competitivebidsfor thelatter. A number of ingtitutional investors, attracted by the opportunity to earn
tax-exempt interest, should respond to bid solicitations.

Middle M arket L eases

Government agencies frequently execute small tax-exempt leases when they need prop-
erty—usually equipment, but sometimes real property—that they cannot afford to pay for outright.
Whereas broad investor participation in large tax-exempt | ease offerings can be achieved through the
retail sale of COPs, smaller tax-exempt leases often areprivately placed—soldtoasingleor asmall
group of investors. Mogt privately placed tax-exempt leases are for amounts of less than $1 million,
athough the amount may run higher.

Equipment vendors often extend financing terms to facilitate the sale of equipment they
manufacture. Vendors either hold the lease for its full term as an investment, or sell and assign the
lease to one or more subsequent investors. |f the vendor holdsthe lease as an investment, it naturally
has an interest in charging as high an interest rate as the market will bear. It is not uncommon for
vendors to negotiate transactions with governmental |essees at taxable interest rates by claiming that
they need to arrange private financing to underwrite the transaction. If the vendor sells and assigns
theleaseto subsequent investors, it may receiveabroker’ sfee, which canresult in additional financing
costs. Either way, the financing terms extended by vendors may not be competitive. Vendorsarenot
necessarily finance specialists.

Bifurcated Bidding

Agencies should attempt to lower their borrowing costs through bifurcated bidding—
soliciting vendor pricesfor asset acquisition only and independently seeking leasefinancing ratesfrom
third-party companies and financial ingtitutions accustomed to investing in tax-exempt leases. A
number of ingtitutiona investors attracted by the opportunity for tax-free interest income actively
participate in this market: |ease brokers, insurance companies, banks, and finance companies (often
affiliated with large conglomerates). The market for small tax-exempt leases now is sufficiently
competitive so that no government agency should pay interest rates which are above the norm for
comparable tax-exempt debt.
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Minimize Time Between Lease Bidding and Funding. Under bifurcated bidding, an
agency may solicit funding proposalswell in advance of the actual equipment purchase— just to make
sure that funds will be on hand when needed. But as a hedge against unfavorable interest rate
movementsduring theinterim period, investorsmay incorporatearisk premiuminto their bids, resulting
inlessattractiveproposas. Toencouragemorecompetitivebidding, agenciesshould minimizethetime
between soliciting bidsand funding the asset. Alternatively, the governmental |essee can accept rates
tiedtoanindex until funding. Thisprotectsboththelessor and lessee, by assuring market ratesin much
the same manner as alease line of credit.

Guideline 12: Control the Resale of Privately Placed L eases

Government agencies should specify the conditions under which their privately placed lease
obligations may be sold and assigned.

Privamely placed leases, financed through vendors or third parties, typically include aclause
permitting the lessor to sell and assign itsinterest in lease payments to other parties, including lease
brokers, finance corporations, banks, and other ingtitutional investors. Mot tax-exempt leases sold
in Cdifornia, infact, rely on such lease assignment provisions (although the largest dollar volume of
tax-exempt leasesexecutedin Californiaaremarketed asCOPs). Thelessor’ sdecisioneither toretain
thelease asan investment or sell and assign it to subsequent investors depends on both itstax situation
and financia ability to hold long-term receivables. As these factors are subject to change, lessors
benefit from the liquidity offered by lease assgnment clauses.

Although governmental lessees routinely agree to lease assignment clauses without much
thought, they should insist that this language incorporate guarantees of vendor performance and
specify permissible terms and conditions for securitizing lease obligations (discussed below).
Properly structured assignment clauses can benefit lessors, by providing liquidity, and lessees, by
incorporating necessary safeguards and attracting more favorable financing terms than would be
available for anilliquid security.

Ensuring Vendor Performance

Leases for equipment that requires ongoing servicing typically reserveto the lessee the right
to cancel the lease for vendor nonperformance. But if the vendor has sold and assigned the lease,
exercising thisright of cancellation can injurethird party investors. Thethird party investors may not
adequately have been informed about the lease cancellation provision and may incur considerable
expense in seeking damages from the vendor. Although the governmental |essee has every right to
cancel the lease for vendor nonperformance, its reputation in the securities market may suffer from
the false impression that it has reneged on its financial commitments.

Wil structured leases address the risk of vendor nonperformance by incorporating perfor-

mance bonds, product warranties and maintenance agreements. Such leases aso require the lessee
to maintain the leased property in good working order.
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Private Party Bankruptcy Risk

The sale and assignment of privately placed leases aso introduces risks related to the
bankruptcy of the lessor, both for the governmenta lessee and investors. Depending on how the sale
and assignment provisions are structured, the leased property could be considered part of thelessor’'s
bankruptcy estate. Aspart of the bankruptcy proceeding, the governmental lessee could be required
to return the leased assetsto the lessor for disposition with its other assets.?2 The governmental lessee
nolonger would haveuseof theleased assetsand nolegal recourseto recover |eased paymentsal ready
made. Andinterruptionor cancellation of |ease paymentstoinvestorswould damagethegovernmental
lessee’ s reputation in the securities market through no fault of its own.

Governmental lessees should assess private lessor bankruptcy risk by reviewing the credit
rating of the lessor’ s unenhanced debt, if such arating is available. The lease transaction also may
be structured to insulate lease payments from this risk by specifying that any assignment must be
absolute.

Securitized Vendor L eases

As long as lease assignment language incorporates adequate protections, governmental
lessees may be indifferent toward the sale and assignment of their lease obligations through private
sde. Inrecent years, however, investment banking firms have begun purchasing small vendor lease
obligations and packaging them as COPsfor public sale. Thesesecuritized vendor |eases pose two
problemsfor governmental lessees. Firgt, they frequently are marketed with bond offering documents
which look as though they were prepared by the governmental lessee, complete with financial
statementsand audits. These offering documents convey theimpressionthat the governmental lessee
“standsbehind” theoffering, wheninfact, thelesseeknowsnothing about it. If theinvestment banking
firm offering such securities runs afoul of federal tax law, or smply failsto arrange timely payments
to investors, the governmental lessee’ sreputation in the securities market could unfairly be damaged.
Second, securitized vendor leases often are derived from small-denomination, short-term equipment
leaseswhich carry highyields; theavailability of such securitiesonthesecondary market could dampen
investor interest in an agency’s original issue, lower yielding obligations.®

In January 1991, for instance, Los Angeles County, preparing to market a $28 million
equipment lease, unexpectedly encountered a$1.7 million COP securitized vendor leasefor saleinthe
secondary market, derived from a county modular building lease. The availability of a comparable
security, yielding a full 200 basis points more than the new lease offering, caused the County to
temporarily withdraw its offering. The following day, yields rose unexpectedly in response to
developmentsin the Persian Gulf War. As a consegquence, the County had to pay an extra 10 to 20
basis point more than expected, which trandates to an additional $200,000 over the life of the issue.
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GFOA Policy Statement

The problem of securitized vendor leases has not been confined to Cdifornia The
Government Finance Officers Association (GOFA) approved a policy statement in May 1993
regarding the securitization of leases, which recommends the following:

0 Government entities should ingtitute a processfor centraizing al information on leases. (See
Guideline5: Subject All Leasesto Fiscal ControlsinChapter I: Financial Management
Guidelines.)

0 Theorigina lease documents should explicitly state what is and is not permissible regarding
secondary lease securitization, including that secondary |lease documents (1) outline therole
of the public agency in the remarketed offering and (2) describe the rel ationship between the
lessee and new investors.

0  Government lessees should ensurethat al necessary legal opinionsare obtained by thelessor
prior to the public offering of the remarketed lease obligation.*

AB 1160 Reforms

In response to its unexpected encounter with a securitized vendor |ease offering bearing its
name, Los Angeles County sponsored legidation which makes such offeringsillegal. Assembly Bill
1160 (Chapter 723, Statutesof 1993) makesthe saleof fractionaizedinterestsinaCaliforniamunicipal
lease obligation without prior written consent asecuritiesfraud, punishable by afine or imprisonment.
The consent requirement applies to any offering or sale within the State of California. Hence, out-
of-statefirms selling to any personin Californiaare covered by the statute. The consent requirement
does not apply to lease sales between financia ingtitutions, or to sales and resales of unit investment
trust shares.

NOTES

1 The results of those studies are reported in the California Department of Conserva-
tion, Division of Minesand Geol ogy, Fault-RuptureHazard Zonesin California
— Alquist-Priolo Special Studies Zones Act of 1972 With Index to Special
Studies Zones Maps (Spec. Pub. 42, Rev. 1992).

2. See* Private Sector InvolvementinMunicipa Leasing: Analytical Rating Approach,”
Moody’s Investors Service, May 6, 1991.

3. See for example Hill, Patrice, “Issuers Stumbling Across Growing Number of
Unauthorized Vendor Lease Offerings,” The Bond Buyer, May 20, 1992.

4. GFOA “Policy Statement — Securitization of Leases,” Adopted May 1993.
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Although lease documentation may be presented to a government agency as mere
paperwork—formsthat need to befilled in, signed and filed away—aleaseis, infact, alegal contract
that imposes binding obligations on the governmental |essee and other partiesto the transaction. The
termsand conditions specified in this* paperwork” suddenly become very important should one of the
partiestotheleaserenegeonitscontractual obligations. Agenciesshouldreview |ease documentation
to ensure that it accurately reflects the financia terms of the transaction and that covenants do not
unduly restrict governmental operations. Inappropriate |ease documentation can create legal and tax
problems and raise the cost of borrowing.

Legal Classification of L eases

A tax-exempt lease is designed to avoid classification as debt for purposes of the debt
limitation in the State Condtitution. This is accomplished in one of two ways.

Abatement Lease. An abatement leaseisalong-term obligation to pay rent in each year in
which beneficia use and/or occupancy of property aretendered to agovernment agency. A longline
of appellate decisions (referred to astheOffner -Dean lineof cases) hasheld such leasesto beoutside
the congtitutional debt limit. The most significant aspects of an Offner-Dean lease are that (1) rent
is only due during those periods in which beneficial use and/or occupancy of the leased property are
availableto thelessee; (2) acceleration of rental paymentsisnot permitted; (3) obligation to pay rental
paymentsisfrom any lawfully available funds of the lessee; (4) terms and conditions of the lease are
smilar thosefound inacommercid context for asimilar type of facility; and (5) the lease term should
not extend beyond the anticipated useful life of theleased property, and | ease payments cannot exceed
fair market rental. The abatement leaseis by far the most common form of lease used in Cadifornia

Typicaly, governmental agencies in California covenant to budget and appropriate rental
payments for the fiscal year in which such payments are due. The obligation to pay rent over along
term, however, may beimpaired dueto (i) the possibility that failure to complete a project may result
innolegal requirement to pay rent, (ii) the abatement of rent during theleasetermif beneficial useand/
or occupancy of the leased property are unavailable because of calamity or other events, and (iii) the
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absence of any right to accelerate renta payments and, in the event of payment defaults, the
corresponding requirement of bringing alawsuit for annua rental payments as they come due each
year.

To reduce these risks, along-term lease often includes the following protections:

0 Intheeventtheleased projectistobeconstructed, interestiscapitalized (i.e., borrowed) during
the construction period (and for rating agency purposes, six or more months beyond). In
addition, the construction contractor is often required to provide payments and performance
bonds, and all-risk insurance in an amount equal to 100 percent of the replacement cost of
the project. In certain circumstances, earthquake and flood insurance may be required.
Liquidated damagesfor late completion of the project may a so be required in adaily amount
equal to daily rental on the tax-exempt lease.

0 After the completion of construction of the project, the lessee is often required to maintain
various insurance coverages, plus renta interruption insurance covering a period approxi-
mately equal to the estimated construction period. Provisions requiring adequate insurance
areimportant so asto reconstruct theleased project and compensate theinvestorsin theevent
the property isdamaged or destroyed; thisisafactor that often isgiven insufficient emphasis
in terms of structuring earthquake, rental interruption and other insurance.

0 Atitleinsurancepolicy inanamount equal to theaggregate principa amount of thetax-exempt
lease usually isrequired in alease of rea property.

0 A debt service reserve equal to approximately one year’s debt service may be funded.
0 Bond insurance may provide a source of lease payments in the event of defaullt.

The financial considerations associated with these protections are discussed in Chapter 11:
Structuring and Marketing Guidelines.

Nonappropriation Lease. A nonappropriation lease providesthat agovernment agency is
not obligated to make lease payments from year to year, unless it appropriates funds for the rental
paymentsinitsbudget. If no rental paymentsare appropriated, the government agency hasno further
obligation and losestheright to use theleased facilities. Nonappropriation leasesarefar lesscommon
inCaliforniathan abatement | eases, astherisk of nonappropriation resultsinlessadvantageousinterest
rates.

Special Fund Obligations

Installment sale agreements are payable exclusively and solely from a designated special
fund of agovernment agency. That special fund must bederived fromactivitiesrel atedto the purposes
for which the special fund obligation isissued. It may not be additionally secured by recourse to the
general fund or taxing powersof theissuing agency. InCalifornia, theseobligationsareused tofinance
self-supporting enterprise facilities. Because a self-supporting enterprise provides a special fund
obligation not dependent upon general taxes for payment, the government agency is able, without a
vote, to enter into an unconditional agreement to pay principa and interest.
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Statutory Authority to Lease & Dispose of Property

In alease financing, a government agency relies on its authority to acquire and dispose of
property, rather than its authority to incur debt. A government agency with the authority to acquire
or dispose of either real or personal property usually can enter into alease. Californiastatutescontain
amultitude of provisionsauthorizing various public entitiesto acquire specific kinds of property. Table
1 liststhe types of local agencieswhich have frequently entered into leases, and the genera statutory
authority authorizing the acquisition and disposition of property under |ease arrangements.

Tablel
Selected Statutory Authorization To Lease Property
California Local Governments

Public Agency Statutory Authorization

City Government Code Sections 37350, 37351
County Government Code Sections 23004, 25351
Irrigation Districts Water Code Sections 24252, 22425
Redevelopment Agencies Health & Safety Code Sections 33391, 33430
School Districts Education Code Sections 39300 et seq., 39360.1

Although alease may involve smply alease of personal or rea property from alessor to a
governmental |essee, aleasefinancing may bestructuredin such amanner that thegovernmental entity
not only acquires property, but also disposes of property, asin an asset transfer. If the financing
structure involves a disposition of property by the government agency, a concern regarding statutory
procedures for disposing of property may be raised. In addition, for both acquisition and disposition
of property, the public purpose requirement is relevant.

Statutory Procedures for Disposition of Property. Specid limitations and authorizations
relating to dispositions of property are sometimes contained in the organic acts (such as the charter)
of agovernment agency. In certain instances, government agencies may be required to publicly bid
the lease or other disposition of publicly-owned property pursuant to so-caled surplus property
statutes. Thismay be of specia significancein certain sale-leaseback financings. Other procedures
inparticular circumstancesmay berequired, such asthe publication of the notice of intention to convey
property. (See, e.g., Government Code Sections 4217.10 et seg. for cogeneration facilities.)

Public Purpose Requirement. Any lease by agovernment agency (whether to acquire or
dispose of property) must be in furtherance of a proper public purpose. California courts have
invalidated leases of municipal property to private persons as unconstitutional uses of public property,
whenapredominant public purposefor theleasecould not beidentified. Governmental agenciesshould
beclear astowhowill bethebeneficiary of atax-exempt |easeand that the ultimate use of the property
isin furtherance of a public purpose.
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Overview of Chapter |11 Guidelines

The Guidelinesin thischapter offersauser-friendly approach to legal aspectsof leasing that
government finance officers should understand. Guideline 13: Understand the Contractual
Obligations Imposed by Legal Documents offers agencies the commons sense advice to be aware
of the mandates and restrictions they agreeto as part of lease transactions. Guideline 14: Confirm
that Lease Documents Reflect the Financial Transaction reminds agencies to check lease
documentsfor accuracy, andincludesachecklist for thispurpose. Guideline15: Review Small Lease
Documentation notes that vendor |ease documents often are prepared in boilerplate fashion by out-
of-state firms lacking an understanding of Californialaw. Agencies should, therefore, review these
documents carefully and consider developing their own forms of documentation for small lease
transactions. Findly, Guideline 16: Follow Legal Formalities, Even for Small Leases notes that
failureto secure appropriate authorization for alease, or to filethe necessary paperwork withtheIRS,
could jeopardize the tax-exempt status of the lease.

Guideline 13: Understand the Contractual Obligations Imposed by L ease Documents

Government agencies should understand the mandates and restrictions imposed by lease
documents and not agree to terms that might unduly restrict their operations.

A governmental lessee cannot rely on avendor, underwriter, lease broker or other party to
fully assesstheimpact of alease agreement onitsoperations. Even though lease documentation may
consist of standardized forms, lega provisons generally are negotiable, and the governmenta
borrower can insist on more favorable terms and conditions, if necessary to protect its interests.

The amount of lease documentation usually corresponds to the size and complexity of the
transaction. For a small lease transaction, the documentation may consist of the lease agreement
between the government agency (aslessee) and theinvestor (aslessor), and certaintax certifications.
Thelease generally specifiesrenta payment dates and includes covenants binding the agency to, and
restricting it from, certain actions. Under a COP transaction, the lease agreement is assigned to a
trustee pursuant to an assignment agreement between the financing corporation or joint powers
authority, acting aslessor, and thetrustee. Thetrustee, inturn, actspursuant to atrust agreement. The
trust agreement authorizes certificates of participation inlease payments, thetermsof the certificates,
and the rights and obligations of the trustee and investors in the certificates.

Covenantsincluded in lease documents are intended to and do, in fact, restrict governmental
flexibility over financial, operational and other matters. For example, covenantsmay restrict an agency
in the disposition of property, and require the agency maintain certain property and to continue to
perform certainactivities. Ratecovenantsin enterprisefinancingsgenerally requireadditional charges
above the amounts needed solely to pay operation and maintenance costs and debt service. Lega
documents also specify insurance requirements, including levels of coverage and deductibles.

In the event that agovernment agency isunable or unwilling to satisfy thelega requirements
of alease, it may find itsalf in astate of technical default, which could lead to a more serious default
and damage the agency’ s reputation in the securities market. Agencies should, therefore, faithfully
comply with all the terms and conditions they agree to as part of |ease transactions.
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Guideline 14: Confirm that L ease Documents Reflect the Financial Transaction

Government agencies should review each legal document and confirm that it fully and
accurately reflects agreed upon business terms.

Government agenciesshould review |ease documentation to ensurethat the specified terms
and conditions accurately reflect the agreed upon financia transaction. Thefollowingisapartial list
of financia terms that agencies should review in most |ease agreements:

0 Amountborrowed. What istheprincipal amount of thelease? How wasit determined? Were
project costs “net funded”, that is, reduced by conservatively estimated earnings on the
proceeds during any construction period? What interest rate was assumed for that purpose?
What was the construction draw schedule?

0 Termof thelease. Isthe lease financialy appropriate? Would alonger term be useful in
reducing payment amounts? Could the lease be paid comfortably in ashorter period? Isthe
lease term limited to the reasonably expected life of the facilities funded through the
transaction? (Level payments are the norm for legal and credit reasons.)

o Timing of payments. Do lease payment dates correspond appropriately to the government
agency’ s receipts of revenues to be used to make lease payments? Are the payments “in
arrears’ or “in advance” (which may impose higher costs)? Are the payments to be made
monthly, quarterly or semiannually?

0 Prepayment options. What typesof prepaymentsare provided (optional, mandatory, specia
or extraordinary)? When are prepayments permitted or required? What is the cost of
(premium for) prepayment?

0 Payment structure. Are payment amounts level over the life of the lease? Or do they
increase, decrease or dternate and, if so, why? How does the payment pattern fit the
government agency’ s expectations for revenue receipts over the life of the lease?

0 Capitalized interest. |s capitalized interest present when the leased property is not to be
immediately available for use? Can capitaized interest be avoided or minimized by an
appropriate asset transfer?

0 Reserve fund. Is a reserve fund required to be present to gain favorable marketing
advantages? What are the reasons for the size of the reserve fund? How and when will
earnings on and principa of the reserve fund be applied?

0 Legal representations. Arethe representations made by the government agency true as of
the date of the document (or other relevant date)?

0 Legal covenants. Arethe mandates and restrictions to which the government agency isto
be subject appropriately and accurately expressed?

0 Insurance. Do insurance policies address abatement risk? Are premiums and deductibles
specified?
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In reviewing theseterms and conditions, agencies should consider the marketing implications
of their decisions. Investors may demand certain provisions, such as rate covenants and insurance
requirements. Theagency may retain moreflexibility over other structural festures, such asthetiming
of payments.

Guideline 15;: Review Small L ease Documentation

Government agencies should not ssimply accept small lease documentation without review; if
possible, agencies should receive assurance of counsel that these documents comply with
California and federal income tax laws.

As part of a small lease transaction, a government agency may be asked to sign lease
documentation that was prepared in boiler plate fashion by an out-of-statefirm. Such documentation
may not belega under Californialaw, or it may smply not reflect accepted business practicesin the
gate. Or, the lease documentation may violate federal prohibitions on arbitrage earnings or private
activity financing. So-called standard covenants actualy may violate existing covenants in other
lease or borrowing documents of the government agency.

In tax-exempt lease financings which involve the sale of COPs, government agencies
generally retain the assistance of anumber of finance professional swho devote substantial timeto the
preparation and review of thelegal documentationtothetransaction. Without thislevel of professional
assistance, an agency may bedisinclined toward the review of small lease documentation, particularly
if thelease and related certification arein fine print. But inappropriate documentation can jeopardize
the tax-exempt status of the lease, and present other problems aswell. Even if only small amounts
of money are at stake, agencies should review smal lease documentation and, if possible, gain
counsel’s assurance of lega compliance. Agencies aso should consider developing their own
documentation for use in small lease transactions. Such an effort would entail up-front costs, but in
the long run would protect an agency from inappropriate small lease documentation.

Guideline 16: Follow Legal Formalities, Even for Small L eases

Small lease transactions should comply with legal formalities, specifically appropriate autho-
rization, use of capitalized interest, specification of the interest component, IRS filings, and
arbitrage and private activity restrictions.

If an agency does not maintain centralized control over its leasing practices, individua
departments within the agency may informally execute leases for smal equipment items or other
purposes. But theinterest component of |lease payments may not be excludablefrom federal and state
income taxation if certain procedural requirements are not observed.

Authorization. Authorizationisnot amatter to be handled casudlly, but rather in accordance
with governing state laws, the agency’ s charter (if any) and other regulatory requirements. In most
cases, thegoverning body must specifically approvethe execution and delivery of thelease agreement
at ameeting that is duly caled and at which a quorum is present.
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Capitalized I nterest. Unlesstheleased property isavailableimmediately for useor thelease
involves an asset transfer, capitalized interest generaly is required from the date of the lease to the
date at whichtheleased property isreasonably expected to beavailablefor useand/or occupancy (plus
an additional contingency period). Most equipment leases are funded after the equipment has been
delivered, tested and accepted; consequently, capitalized interest is not a concern.

Tax Exemption. For the interest component of lease payments to be excluded from gross
income for purposes of federa tax law, a lease must be characterized as a financing lease,
conditional sales agreement or installment purchase contract, rather than a true lease. The
characterization of an obligation as afinancing lease or conditional sale agreement for purposes
of exemption from federal income tax (and in some instances, state tax) must be distinguished from
the characterization of the obligation as alease for purposes of avoiding the state congtitutional debt
limitation.

Among the circumstances cited in the Revenue Ruling 55-540 which would warrant
characterization of atransaction as a conditional sales agreement are the following:

o0 Portionsof the periodic payments are made specifically as applicableto equity to be acquired
by the lessee.

0 The lessee will acquire title upon the payment of a stated amount of “rental” under the
contract.

0 The total amount which the lessee is required to pay for a relatively short period of use
constitutes an inordinately large proportion of the total sum required to be paid to secure the
transfer of title.

0 Theagreed “renta” payments materially exceed the current fair rental value. This may be
indicative that the payments include an element other than compensation for the use of the

property.

0 Theproperty may be acquired under apurchase option at aprice whichisnomind in relation
to the value of the property at the time when the option may be exercised, as determined at
the time of entering into the origina agreement, or which is arelatively small amount when
compared with the total payments which are required to be made.

0 Some portion of the periodic payments is specifically designated as interest or is otherwise
readily recognizable as the equivalent of interest. The lease should express the interest
component explicitly. Without such an expression, there is no interest to be excluded from
federa or state income taxation.

Filing of Forms. Under federal income tax law, certain forms (e.g. Forms 8038, 8038-G,
8038-GC and 8038-T) arerequired to be filed with the Internal Revenue Service. The precise nature
of the forms and the timing of the filing depend upon the size of the financing, as well as upon other
financings conducted by the government agency during the fiscal year. The government agency is
advised to obtain the advice of bond or specia counsdl asto the appropriate timesand manner for filing
these forms.
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Arbitrage and Rebate. The federa income tax laws impose complex and burdensome
arbitrage and rebate regulations upon government agencies, including a requirement that certain
investment earnings, even if permitted under the arbitrage regulations, be rebated to the federal
government to the extent that the yield on investments may exceed the yield on the lease. Those
government agenciesissuing lessthan $5 million principa amount of tax-exempt securitiesin thefiscal
year inwhichaleasefinancing occursmay take advantage of areduced degreeof arbitrageand rebate
regulation, although thearbitragerulescontinueto play arole. Many equipment leasesarenot advance
funded; consequently, arbitrage is not a concern.

Private Activity Bonds. Under federa tax law, restrictions are placed upon the use of
proceedsof agovernmental obligation sold by agovernment agency. If theinterest component of lease
paymentsis to be tax-exempt, the proceeds from the sale of the lease cannot be used in morethan a
small proportion for private purposes and private sources cannot provide credit support for the
financing.

Small I ssuer Status. A government agency wishingto preserveitsstatusasa‘“small issuer”
under federal tax law may find that |eases independently executed by department heads or program
administrators cause it to exceed the threshold established in federal law for this purpose. Actualy,
there are two small issuer exemptions relevant under federal incometax law: one qualifiesup to $10
million in obligations of an agency as tax-exempt investments for banks; the other (discussed above)
affords certain exemptions from arbitrage and rebate rules to agencies issuing under $5 million in
obligations annudly.
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Chapter IV
PUBLIC POLICY GUIDELINE

Page
Guiddine 17: Solicit Public Participation in Tax-Exempt L easing Decisions 46

Public borrowing in any form entails certain risks which, if not well-managed, can invite
scrutiny of theborrowing decision. Many of thecongtitutiona and statutory provisionsgoverning public
indebtedness in Cdlifornia today, in fact, have their origins in bond defaults and other financial
calamities of yesteryear. With few exceptions, Cdifornia s experience with tax-exempt leasing has
been freeof theabusiveandill-conceived transactionsthat might spawn effortstoreinin governmental
leasing powers. Still, public officials can only expect to enjoy broad latitude over tax-exempt leasing
decisions as long as they observe sound financial management practices.

Publicinterestingovernmental |easing practicesal so may bepiqued by oppositiontothecapital
projects financed in thismanner. The construction of public facilities, after al, can profoundly affect
a community’s character and influence its pattern of development. Mgjor project proposals can
become divisive issues, regardless of how they are to be financed. But in such cases where elected
officialschoose tax-exempt leasing, which isnot subject to voter approval, the public may feel shut out
of an important decison. Elected officials themsalves must decide how to best demonstrate
accountability for their tax-exempt leasing decisions.

This chapter focuses on the public policy context of tax-exempt leasing. To the extent that
these concernsare shaped by legal and financia issues, thischapter inevitably overlaps somemateria
found elsawherein thisdocument. This chapter concerns only those tax-exempt | eases executed for
major capital projects. Small equipment and vendor |eases, discussed el sewherein thisdocument, can
be managed most effectively through internal debt policies, which usualy do not warrant broad public
involvement.

Impact of Debt Restrictions on Tax-Exempt Leasing Practices

Cadlifornia accounts for a disproportionate share of the nation’s tax-exempt leasing activity
because its congtitutional and statutory debt restrictions are among the most severe in the nation.
Restrictions on public indebtedness in California take the form of voter gpproval requirements, limits
on outstanding indebtedness (expressed as a percentage of assessed valuation), competitive bid
requirements, interest rate ceilings and constraints on maturity lengths and debt retirement schedules.
By far the most formidable of these restrictionsisthe two-thirds voter approval requirement for local
bond measures specified in the state Congtitution (Article XV1, Section 18). Thisprovision, referred
to as the constitutional debt limitation, applies to the genera obligation bond measures of cities,
counties, and school districts.! It was incorporated into the State Condtitution of 1879 in response to
aseriesof bond defaultsresulting from the Depression of 1873. Prior tothat time, loca borrowing had
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been controlled by the state L egid ature, which fregly authorized municipal bond measureswithout the
consent of local voters—often to finance speculative land development schemes which would be
classified as private activities today. The two-thirds voter approval requirement was erected as a
barrier to reckless borrowing.

Over time, theeffect of the congtitutional debt limitation hasbeen not somuchtorestrictpublic
borrowing asto shift the composition of public borrowing toward obligations not subject to the limit.
As discussed in Chapter 111: Legal Guidelines, government agencies subject to the debt limit
frequently structure their borrowings as special fund obligations and |ease obligations to satisfy
judicidly created exceptions to the debt limit.2 This structuring decision depends upon the legal
availability of options for funding the project.

Government enterprises, which are self-supporting through fees, typicaly finance capita
assets, such as water and sewer projects, through special fund obligations. Though exempt from the
congtitutional debt limitation, specid fund obligations may be subject to maority voter approva and
other requirements, depending upon the type of agency involved and the statutory authority for the
borrowing. The Revenue Bond Law of 1941, for example, requiresmajority voter approval (and prior
to 1991, it required competitive bid). To avoid such restrictions, government enterprise financings
frequently are structured as installment sale agreements and marketed as COPs.>  Government
enterprises can raise fees without a popular vote to pay financia obligations arising from installment
saleagreements. User charges, or fees, arelegally distinct from taxes, and consequently are exempt
from restrictions on taxation, most significantly those imposed by Propositions 13 and 62. Most
government enterprise financings in Californiatoday are not subject to voter approval requirements.

Projectsfinanced through specia assessment bondsal so qualify for thespecial fund exception
to the congtitutional debt limitation. Specia assessments are legdly digtinct from taxes, in that
assessmentsare levied according to thespecial benefit property receivesfrom apublicimprovement
(over and above that received by the general public). Taxes, aternatively, do not have to be levied
according to the benefit received by taxpayers. Consequently, special assessments do not require
voter approval, though they are subject to majority protest.* Both enterprise and nonenterprise
projects may be eligible for financing through special assessment bonds. Nonenterprise projects
eligible for assessment bond financing tend be localized improvements, such as street grading and
paving, sdewalks, landscaping and lighting. By requiring property owners who benefit most from
publicimprovementsto pay for them, specia assessmentsoffer an equitablemeansof financing capital
projects, without recourse to the general fund of the issuing agency.

The range of financing options is most limited for nonenterprise projects which provide a
general benefit to the community—projects such as schools, city hals, police stations, jails and
courthouses. For thesetypesof projects, often the only availablefinancing optionsfromlocal sources
aregenera obligation bondsand tax-exempt lease obligations.® From apuredly financia standpoint, the
general obligation bond aternative usually is preferable. Unlike tax-exempt |ease obligations, general
obligation bonds do not impose a burden on the general fund of the issuing agency, because they are
secured by adedicated property tax override (aswell asthefull faith and credit of theissuing agency).
Moreover, genera obligation bonds attract more favorable interest rates than tax-exempt lease
obligations, befitting their status as the most secure form of local government debt. The two-thirds
voter gpproval requirement, however, posesaprohibitive barrier for all but the most popular projects.
Tax-exempt leasing offers an attractive aternative, if an agency can afford the annua lease
payments.®
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Recent Grand Jury Reportson Leasing

Over thepast twoyears, threegrandjuriesin Californiahaveinvestigated thel easing practices
of their respective counties, and issued reports outlining their concerns.

0 SantaBarbaraCounty. A SantaBarbaraCounty Grand Jury investigationinto the County’s
leasing practices led to the release of a report in 1992 outlining a series of controversia
recommendations, including aproposal to ban theissuance of COPsfor capita projects. The
Grand Jury report followed a series of COP issuances by the County over the previous two
years which more than tripled the outstanding principal amount of the County’ s tax-exempt
leaseobligations(which, infairnessto the County, had been very low beforethe seriesof COP
issues). The Grand Jury aso expressed itsdesirefor greater public participation in significant
financing decisions, and for assurances that the County would adhere to prudent debt
management policies.

0 NevadaCounty. Alsoin 1992, the NevadaCounty Grand Jury conducted aninquiry into the
Nevada County Building Company (NCBC), anonprofit corporation established in the 1960s
to serve asnominal lessor in tax-exempt lease financings. Although the County had engaged
in minimal tax-exempt leasing through the years, the NCBC issued two COPsin 1991: one
for solid waste facilities (in response to a State mandate); the other for library facilities and
other capital improvements (which the County resorted to after falling short of the two-third
voter approva requirement for a general obligation bond measure — receiving only 64.7
percent). In addition, the NCBC took the most unusual step of refusing to execute a COP
issue approved by the Board of Supervisors for wastewater facilities, in response to public
oppositiontothe proposa. Theoverall conclusion of the Nevada County Grand Jury wasthat
the County’ sreliance on tax-exempt | easefinancing resulted in adecision-making processfor
capital spending projects that was not sufficiently democratic.

0 SantaCruz County. The1992-93find report of the Santa Cruz County Grand Jury focused
on the leasing practices of the County and selected cities within the county. The report
recognized the necessity of tax-exempt leasing to finance state-mandated projects, but
expressed reservations about funding discretionary projectsin this manner (specifically land
acquisitionsfor parks). The Grand Jury advocated agreater public rolein tax-exempt leasing
decisions through the establishment of public oversight committee, consisting of five non-
governmental members.

Other Leasing Controversies

Controversiesover publicleasing practicesin Californiahave not been confined to grand jury
inquiries. In El Dorado County, public dissatisfaction over alease revenue bond financing of county
adminigtrative facilitiesled, in 1990, to voter gpprova of an initiative requiring magjority voter gpprova
of al lease financings undertaken by the County’ sjoint powersauthority. In San Jose, a$200 million
COPfinancing for amajor league basebal | stadium, indirectly supported by autility userstax increase,
most likely would havebeen executed without voter approval, savefor acity charter provision (adopted
at the behest of stadium opponents) requiring voter approval before any city revenues can be used for
sports facilities. The measure was narrowly defeated by the voters in the June 1992 election.
(Because San Joseis acharter city, the utility userstax increase did not require voter approval under
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Proposition 62, whichwasastatutory initiative superceded by themunicipal affairsdoctrineof the State
Condtitution.) Similarly, theCity and County of San Francisco haslongstanding charter restrictions
on lease financing, which require voter approval under certain circumstances.

Outside of California, similar controversies have arisen in Virginia, Texas, lowa, and New
York. But the most notable casein recent yearsinvolved Brevard County, Florida. 1n 1989, the
County issued $23.9 million of COPsto finance the construction of anew administrative center, which
consolidated a number of offices previoudy dispersed throughout the county. But the location of the
new building proved to be unpopular with voters, who expressed their displeasure by voting in anew
majority to the Board of County Commissioners. In March 1993, the new Board decided to place
before the voters areferendum on whether the county should continue making lease payments on the
administrative center. The new Board justified its decision on the grounds that (1) the origina COP
issue circumvented the voters, and (2) the nonappropriation lease underlying the COP issue reserved
to the lessee the right to terminate the lease obligation by not appropriating funds for lease payments.
Brevard County residents ultimately voted in favor of continuing lease payments, by adim margin of
51 percent to 48 percent.

The episode underscored the discrepancy between the legal obligation imposed by a
nonappropriation lease, and the bond market’s perception of that obligation.” Although Brevard
County could have exercised itslegd right to terminate the lease, the bond market would have viewed
suchadecisionastantamount toadefault. Intheeyesof thebond market, atax-exempt |easeobligation
is not so much alease as aloan from investors to a government agency, just like amunicipa bond
issue. Tobesure, theinterest rate differential between tax-exempt |ease obligationsand more secure
formsof debt reflectsthemarket’ s perception of an added degreeof risk. But that risk derivesasmuch
from the possibility that agency’s fiscal troubles could result in default, as from the possibility that a
fiscally sound agency will ssimply decide not to appropriate lease payments. Investors never expect
actualy to be saddled with the assets financed through their capital investments. That prospect is
particularly unappealing when the asset in question isof diminished valuein dternative uses. Clearly,
the interest rate differential between tax-exempt lease obligations and more secure forms of debt
would be far greater if lease-financed assets were routinely turned back to investors. The Brevard
County caseillustratesthat an agency’ swillingnessto mest it financia commitments—though clearly
anintangiblecriterion—isasimportant asitsability to meet those commitments, asmeasured by more
objective indicators of financia strength.

Balancing Management Discretion and Public Participation

As demonstrated by the cases above, the broad latitude over tax-exempt leasing decisions
enjoyed by public officials can engender suspicion on the part of the public. I1n the Nevada County
example, this suspicion was compounded by the unusually active role assumed by the Nevada County
Building Company, which obscured thetraditionaly functiond roleof thenonprofit corporationin atax-
exempt lease transaction. In the Santa Barbara County example, the County’ s sudden embrace of
tax-exempt |easing, adeparturefrom past practice, gaveriseto concernsover thejudgment exercised
by county debt managers. Collectively, these cases demonstrate a pattern of concern over municipal
leasing practices, notwithstanding the unique circumstances attending each case.

At issue in each of these cases is the role of the public in deciding questions of public

indebtedness. Thefinelega distinctionsbetweenleases and debt arenot central tothisbroad question
of policy. The fact that lease obligations are contingent upon the right to continued use and/or
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occupancy of the leased property actualy does not diminish the financia obligation incurred by the
governmental borrower. As discussed in Chapter 11: Sructuring and Marketing Guidelines,
investors are protected from most of the financia risk of abatement by insurance policies bought and
paid for by the governmental borrower. The presence of abatement risk, therefore, merely prescribes
certain risk management strategies, it does not justify a relaxed attitude toward the review and
oversight of the borrowing decision.

Therecognition that atax-exempt |easeimposesafinancia obligation tantamount to debt does
not imply, however, that thistype of obligation necessarily should requirevoter approval. The principa
financial distinction between tax-exempt leases and municipa bonds—that leases are paid from
ongoing genera fund revenues, not tax increases—is relevant to this question. Although a historical
precedent exists for requiring voter approva of bond measures, through the years, voter approval
requirements have come to be applied more frequently to questions of taxation, rather than
indebtedness. The amount of long-term public borrowing exempt from the constitutional debt limit
today isfar greater than the amount subject to it, and a significant portion of public borrowing today
does not require voter approva. But virtualy al local tax increase measures today require voter
approval. Argumentsfor voter approval of tax-exempt lease transactions, therefore, should focuson
thefinancial and policy gods advanced by such arequirement, not the historical precedence of bond
referendums.

Requiring voter approval of tax-exempt | ease transactions would not strengthen the financial
structure of tax-exempt lease obligations. Unlikethevoter approval requirementswhich apply to bond
measures, voter approval of tax-exempt lease transactions would not authorize anew tax or revenue
sourceto securethe obligation. With or without voter approval, the tax-exempt | ease obligation woul d
be paid from ongoing general fund revenues. For the reasons discussed in Chapter |: Financial
Management Guidelines, the key financia management concern relevant to tax-exempt leasing is
the cumulative genera fund leaseburden. Ingtituting voter approval requirementswould focus public
attention on individual tax-exempt lease proposals, rather than this broader measure. A voter
approval requirement would, however, offer agood indication of acommunity’ swillingnessto honor
its lease obligations—which could result in more attractive interest rates. Such an expression of
community support would be of more vaue for nonappropriation leases than for abatement leases,
which include covenants to budget and appropriate.

A stronger argument for voter approval of tax-exempt lease transactionsisthat certain public
policy issues are important enough to be decided by referendum. As mentioned at the outset of this
chapter, the construction of public works can profoundly affect both the character and the physical
development of acommunity. The broad policy implications of tax-exempt leasing decisions, dong
withther irreversibility, arguefor aheightened level of public participation. But here, too, thefact that
tax-exempt |ease obligations are paid from ongoing revenues, rather than new taxes, iscritical. Over
the past fifteen years, the voters of California have expressed their desire to elevate al tax increase
mesasures to referendum (principaly through Propositions 13 and 62). But locd officias have
maintained their prerogative over the basi ¢ budgeting function — the dlocation of limited general fund
resourcesamong competing demands. Elected officid sroutinely makeimportant budgetary decisions
without direct voter involvement. Public employeelabor contracts and pension benefit packages, for
example, do not require voter approval, though usualy they have a more profound impact on
governmental finances than tax-exempt leasing decisions. Consequently, the argument for voter
approval requirementsismuch stronger for conventional debt instrumentsrequiring atax increasethan
it isfor tax-exempt lease obligations.
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Furthermore, elected officials cannot implement public policy without making some provision
for the capital facility prerequisites of service ddivery. Educationa services, for example, cannot be
delivered without schools; public safety cannot be protected without police stationsandjails, thejustice
system cannot function without courthouses; and so on. Tax-exempt leasing offersoneaternative—
often the second best alternative — for addressing deficiencies in the physical plant which inhibit
service delivery. Ultimately, elected officials bear the responsibility for delivering the best mix of
services possiblewithintheir budget constraints. Tax-exempt leasing decisionsare subordinateto the
broader service delivery issues at the heart of the budgeting process.

The challenge in addressing the public policy issues raised by tax-exempt leasing, therefore,
lies in balancing the decision-making authority of elected officials with the desire of the public to
participateinimportant capita spendingdecisions. ThefollowingGuidelineaddressesthe Commission’s
main concern—that public agencies solicit public participation in their tax-exempt leasing decisons.
At the same time, this Guideline recognizes that the relationship between loca officials and voters
is not uniform in each political jurisdiction throughout the state, and that local officials are in the best
position to decide how to achieve the god of public involvement.

Guideline 17: Solicit Public Participation in Tax-Exempt Leasing Decisions

Government agencies should implement proceduresfor soliciting public review and comment
on tax-exempt leasing proposals.

Elected officials should solicit public review and comment on tax-exempt leasing proposals
before reaching afina decision, asthey would for other important public policy questions. It iseasy
to reach agreement on this goa, but somewhat more difficult to identify discrete mechanisms for
trandating this goa into policy. The options below offer constructive approaches to soliciting public
participation in tax-exempt leasing decisions.

Option 1: Schedule Public Hearings on the Capital Budget

Of all government programs, none is more enduring than public works. A walk through any
downtown offers bricks-and-mortar evidence of how public buildings ater the landscape and shape
the character of acommunity: the elegant city hall; the deek, modern jail; the sweeping library annex;
the Greek revival courthouse; or the lushly landscaped park. Beyond aesthetic considerations, the
physical placement of highways, public transit, water and sewer lines and other public infrastructure
influences acommunity’ s pattern of development, encouraging either urban sprawl or more densely
populated settlements. In the planning stages, capital projects often can be atered at minimal cost to
address public concerns; this is rarely the case once a project is set in concrete. Therefore, it is
important for the public to participate in the development of capitd spending decisions which have
broader policy implications.

The first three Guidelinesin Chapter |: Financial Management Guidelines instruct
agencies on how to incorporate major tax-exempt leasing proposals into their capital budgets. Prior
to submitting the capita budget for legidative gpproval, agencies should schedule public hearings on
the proposed document to alow for public reaction to staff recommendations. Inviting public scrutiny
at thisjuncturealowspublic officialsand their staffsto demonstratethe programmatic reasonsfor tax-
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exempt leasing proposals, and the programmati c consequences of abandoning those proposals. Public
hearingsonthe capital budget also serveasaforumfor reviewing an agency’ scumulativegeneral fund
lease burden, and discussing whether the necessary tradeoffsin operating service levels appear to be
reasonable. Reviewing tax-exempt leasing proposals within the broader framework of the capital
budget allows tax-exempt leasing to be placed in its appropriate context —as merely one option
available for addressing a community’ s long-term infrastructure needs.

To encourage public attendance, agencies should circulate in advance of the hearings public
notice which describes the major projects incorporated into the proposed capital budget.

Option 2: Establish a Citizens Oversight Committee on Public Finance

Despite well-intentioned capital budget hearings, agencies may not aways achieve meaning-
ful public participation at this juncture. Neighborhood groups are more likely to coaesce around
individua project proposalsthan to exhibit broad-minded civic interest in public financial management
practices. Inthe absence of aspecific controversy, the relatively obscure rituals of government tend
to stay that way.

Public officia sneed not restrict their outreach effortsto public hearings on the capital budget.
Another optionfor soliciting publicinvolvement intax-exempt |easing decisonsisto establish acitizens
oversight committee on public finance. An oversight committee providesaforumfor elected officids
to discuss their reasons for reaching key financial decisions, and for constituents to express their
concerns. Establishing aforma structure for this purpose may be preferable to leaving this dialogue
to chance.

The term over sight committee should not cause a arm: establishing such abody doesnot, and
should not, require elected officids to relinquish decison-making authority. Instead, a citizens
committee devoted exclusively to public finance issues allows ordinary citizens to become educated
ontheintricaciesof taxation and indebtedness, thereby dispensingwiththeargument that these matters
are“too complicated” for the public to understand. By rotating committee membership, agenciescan
make this opportunity available to agreater number of people over time, who, in turn, can sharetheir
experiences with other community groups.

This recommendation (which was presented in the Santa Cruz Grand Jury Report) is not
entirely novel, asmany agenciesa ready havein place debt advisory committees, whose memberships
consist of governmental and nongovernmental membersin various combinations. There are probably
anumber of ways to carry out the spirit of this recommendation in practice. The relevant concern,
however, isthat agencies should actively seek public participation in tax-exempt leasing decisions, as
well as other important questions of public finance, rather than interpret their responsbilities in this
regard in anarrow, legaistic sense.

Option 3: Consider an Advisory Vote for Controversial Projects

Findly, agencies should consider an advisory votefor tax-exempt leasing proposasinvolving
controversiad projects. Again, the construction of public facilities can raise important public policy
questions, and el ected official sshoul d respect thewi shesof their constituentsregarding such decisions.
The concern hereiswhether the publicwantsitstax dollars spent on aproject, not whether an agency
can afford aproject. Anadvisory vote providestheonly sure-fire mechanismfor gauging community
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sentiment. The added time and expense required to conduct an advisory vote certainly is preferable
to ultimately reneging on a tax-exempt lease obligation in the face of negative community reaction.
Even if the lease in question contains a nonappropriation clause, its termination could damage an
agency’ sreputation in the credit markets, making future borrowing more difficult and expensive. If
an advisory vote cannot reasonably beaccommodated at the next schedul ed el ection, an agency should
consider amail election.

The Commission cannot offer clear-cut criteria as to when an advisory vote should be
scheduled, as this question involves balancing management discretion with the public’'s desire to
participate in important spending decisions. But one key consideration iswhether the project involved
istruly discretionary. Communities are mandated by the federal and state governments to achieve
certain environmental and public health standards with respect to sewage treatment plants, water
supply systems, and solid waste disposa—typically big ticket items. Even if the resulting financia
burden placed upon ratepayers appears to be excessive, communities do not have the option of
noncompliance. The same reasoning appliesif acommunity isunder court order to improveitsjail or
some other facility. If the proposed project iscontroversia but truly discretionary, however, and ano
vote will not threaten the public hedlth or safety, an advisory vote may be in order.

NOTES

1 Specid district general obligation bond measures, though not explicitly subject to the
congtitutional debt limit, may require two-thirds voter approval under Article X111 A,
Section 1(b) of the Cdifornia Congtitution, even if the authorizing statute for the
particular specia district does not require an election. Article X111 A, Section 1(b)
was added to the state Constitution by Proposition 46 in 1986, which restored local
genera obligation bonding authority to local governments by permitting aproperty tax
override abovethe 1 percent limit imposed by Proposition 13 in 1978, subject to two-
thirds voter approval.

2. Becausethe debt limit appliesonly to cities, counties, and school districts, other types
of agencies— special districtsand redevel opment agencies, for example— canissue
debt outside of the debt limit. Agencies subject to the debt limit can establish joint
powers authorities and public benefit corporations to issue debt outside of the limit.
But they still must find a revenue source to pay for the project.

3 Enterprise project financings also may be channeled through joint powers authorities
and issued under authority of the Marks-Roos Bond Pooling Act of 1985, which does
not require voter gpproval or competitive bid. Charter cities may authorize the
issuance of revenue bonds by ordinance, and smply exclude voter approva and
competitive bid requirements from their charters.

4, Unless specificaly exempted, al assessment district proceedings must comply with
the Special Assessment Investigations, Limitation and Maority Protest Act of 1931,
which provides that if owners of amajority of property in the proposed assessment
district protest, the governing board of the agency must drop the proposal for at least
one year—unless the protest is overridden by afour-fifths vote. Charter cities and
counties may enact their own procedural ordinances for assessment districts, but
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must comply with Article XVI, Section 19, of the California Congtitution, which
incorporatesthe mgjority protest provision and other sections of the Mgjority Protest
Act.

Many of these projects may aso be digible for funding through Mello-Roos bonds,
which aso require two-thirds voter approva. Melo-Roos bonds are a common
method of financing infrastructure in new developments in California, because the
landowners (i.e., devel opers) can authorize the creation of aMello-Roos district, the
levy of aspecid tax, and the issuance of bonds. But once the Didtrict is populated,
the two-thirds vote requirement poses a significant barrier.

The Commission is on record as supporting a constitutional amendment to authorize
majority voter gpproval of local genera obligation bonds. Such a measure would
enablelocal agenciestorely moreongeneral obligation bonds, andlessontax-exempt
lease obligations, for financing nonenterprise projects. Recongtituting the composi-
tion of public borrowing in this manner undoubtedly would strengthen the financia
position of local governments and result in lower borrowing costs. See The Impact
of the 1992-93 State Budget on Local Government Finance: Report to the
Legislature, page 2. California Debt Advisory Commisson 93-3.

The abatement |ease commonin Cdifornia, which includesacovenant to budget and
appropriate, represents a considerably stronger credit than the nonappropriation
lease common throughout the rest of the United States, and at issue in Brevard
County. AlthoughtheBrevard County incidentislessrelevantto California, itisworth
discussing because of its notoriety, and for the benefit of our readers outside of
Cdifornia
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Chapter V

SCHOOL DISTRICT GUIDELINES

Page
Guideline 18: Conform to AB 1200 Criteria for Long-Term Borrowing 53
Guideline 19: Subject COP Bridge Loansto the Same Financial Review as
Long-Term Obligations 54
Guideline 20: Evaluate the Marketing I mplications of Noneviction Clauses 55

This chapter presents special Guidelines for school districts, not because school district
leasesare so different from other leases, but rather that school districts operate under morerestrictive
financial conditions than other local governments, and face a greater degree of scrutiny of their
borrowing decisions. Asaconsequence, certain considerationsapply to school district |easefinancings
which do not fit neatly into a more general trestment of the subject matter. School districts should
follow the Guidelines specified in this chapter in addition to, not in lieu of, the Guidelines presented
in the other chapters of this document.

Role of Tax-Exempt Leasing in School Finance

School digtrictsare subject to theconstitutional debt limitation, which requirestwo-thirdsvoter
approval of bond measures. To avoid thisprohibitivebarrier, school districtsfor yearshaverelied upon
the | ease exception to the congtitutiona debt limitation. Prior to Proposition 13, school districtsissued
|ease revenue bonds supported by dedicated property tax overrides, subject to majority voter approval.
By capping property tax rates, Proposition 13 eliminated thisfinancing option, aswell asschool district
generd obligation bonding authority. Intheensuing years, the State assumed greater responsibility for
school facility finance through the sale of State of Cdifornia genera obligation bonds. But State
general obligation bond issues have been unable to keep pace with school district demands, resulting
inabacklog of funding requests amounting to severd billion dollars. Asaresult, school districts often
must generate needed funds locally.

To address the school facility demands generated by new devel opments, school districts can
rely on developer fees and Mello-Roos bonds. But the range of options available to finance school
facilitiesin established areasismore limited. Although Proposition 46 in 1986 restored school district
genera obligation bonding authority, the supermajority vote requirement rendersthis optioninfeasible
in many cases. Consequently, school digtricts continueto rely on tax-exempt leasing. School digtricts
are frequent issuers of COPs to finance the construction and acquisition costs of both permanent
facilities and portable classrooms. But unlike the lease revenue bond financings of the 1970s, which
were secured by voter-approved property tax overrides, school district tax-exempt lease obligations
today are paid out of ongoing general fund revenues. The credit analysis of school district tax-exempt
lease obligations, therefore, isvery smilar to that for tax-exempt | ease obligationsissued by other types
of government agencies. But therisks of committing general fund revenuesto fixed lease obligations
is perhaps more pronounced for school districts, which, in the aftermath of Proposition 13, retain very
little revenue-raising authority and rely on the State for the bulk of their funding. On the expenditure
side of the ledger, personne costs comprise alarge proportion of school district spending, perhaps 80
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to 85 percent on average, due to the fact that the delivery of educationa services is very labor
intensive! Consequently, the margin of revenues available to meet al other expenditure obligations,
including lease payments, is fairly narrow.

Richmond Unified School District Default

For many investors, the default of the Richmond Unified School Digtrict on $9.8 million of
COPs in 1991 confirmed their worst fears regarding California school district lease obligations.
Ironicaly, the Richmond USD default was unique in many respects, and unrepresentative of school
district leasing activity in the state. The Richmond USD COPs, issued in two separate installments,
involved acomplicated |ease-leaseback of several school district properties (alease structure known
asan asset transfer). The proceeds from the COP sales were used to cover the District’ s growing
operating deficit, which resulted from a series of costly educationa reforms that the District smply
could not afford. Unfortunately, the Digtrict did not issue the COPs with the intent of restructuring
its spending commitments. Instead, the cash generated from the sale of the COPs merely postponed
the day of reckoning-until April 1991, when the District declared bankruptcy. The District’s first
default on a COP lease payment occurred the following August.

Under the direction of a State-appointed administrator, the District withdrew its bankruptcy
petition in September 1991. The five-year budget plan for the District subsequently prepared by the
administrator did not, however, providefor payments on the COPsin default. Inresponse, thetrustee
for the COPsfiled suit against the State and the District. The defense prepared by the state Attorney
Genera and the counsdl for the District asserted that the COP issue was invalid because the lease
underlying the obligation created debt in violation of the constitutional debt limit. According to this
defense, the debt was created by mortgaging assets owned outright by the District without receiving
in return a capital asset of comparable value.

In December 1992, the Superior Court of ContraCosta County ruled that thelease underlying
the COPswas valid and enforceable. The ruling stated that the use of the proceeds was irrelevant
totheissueof the constitutional debt limit. Thetrusteefor the COPs subsequently filed another motion
for defaulted lease rental payments and received a favorable ruling in April 1993. The court ruled,
however, that it did not have the power to order the Didtrict to budget and appropriate future lease
payments.

In August 1993, two years after the Didtrict first defaulted on its lease obligation, atentative
agreement was reached to settle the lawsuit brought by investorsagainst the District. Theagreement,
embodied in AB 535 (Chapter 57, Statutes of 1993 - Bates), authorizes the District to refinance the
origina COPs, including the amount in arrears (gpproximately $4 million), plus atorneys fees and
pendlties, through a new 30-year COP issue. By lengthening the maturity schedule, and taking
advantage of the declinein interest rates since the time of the original COP issue, the District will be
able to reduce its lease payments from $1.4 million to $800,000 annually. To assuage the concerns
of potentia investors in the new COP offering, proceeds from the refinancing will be placed in an
escrow account accessible only to the trustee for the issue, who will pay off the original COPs. In
addition, the refinancing will be structured with an intercept mechanism authorizing the state
Controller to divert state aid payments from the District to the trustee for the COPs in the event the
District misses a scheduled |ease payment.
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Lessons from the Richmond USD Default. Despite the notoriety attending the Richmond
USD default and subsequent litigation, the legal ramifications of this case for school districts, and the
broader leasing market in Cdifornia, islimited. The defense prepared by the state Attorney General
and the counsdl for the Digtrict was noteworthy for challenging the congtitutionality of the unusual
leasing application undertaken by the District; however, the broader validity of tax-exempt leasing as
atool of capital finance was never challenged. Only a handful of transactions comparable to the
Richmond USD case have been undertaken in Cdifornia, a smal fraction of the multibillion dollar
leasing industry. The Superior Court ruling that the use of proceedsisirrelevant to the constitutional
debt limit merely echoesthelong history of judicid rulings upholding the validity of tax-exempt leasing
inCdifornia. Inlight of AB 1200 and other legidation enacted sincethetime of the origina Richmond
USD defaullt, it is questionable as to whether school districts could in the future lawfully execute this
type of transaction.

Y et the Richmond USD casedoesshed light on afew unsettlingissues. Firg, itisworthnoting
that the Richmond USD default was precipitated by the District’s declaration of bankruptcy. When
thebankruptcy petitionwaslater withdrawn, thetrusteefounditself at themercy of theDistrict’ sState-
appointed administrator, who—perhaps not surprisingly—gave priority to the repayment of the State
loans over the claims of COP holders (as part of the AB 535 agreement, however, the State has
subordinated these loans). Although the bankruptcy of a public agency remains an unusua event, it
poses a credit risk to tax-exempt lease obligations. Public bankruptcy, or the ingtitution of an
unsympathetic state receivership, places investors in the position of requiring a court judgment each
year to enforce thecovenant to budget and appropriate, traditionally considered to bethe strength
of the Californiaabatement lease. Though caselaw indicatesthat investorswill be successful in such
instances, the necessity for a court judgment adds an unpredictable variable to the credit analysis.

In addition, the Richmond USD case illustrates the practical barriers to taking possession of
leased property to remedy adefault. Though the Richmond trust agreement provided for this option,
theinvestorsnever attempted to avail themselvesof it. Asnoted elsewhereinthisdocument, investors
are interested in the rate of return on their capital, not in managing the assets financed through their
capital. Moreover, the likelihood that the courts would approve the repossession and reletting of
essentia public property such as school buildings remains uncertain.

Overview of Chapter V Guidelines

Whatever the broader significance of the Richmond case, it focused attention on California
school district COPs, not only of themunicipal financeindustry, but dsothe state L egidature. Largely
in response to this case, the Legidature enacted Assembly Bill 1200 (Eastin) in 1991 to provide for
increased oversight of school district finances (Chapter 1213, Statutes of 1991). AB 1200 specifies
minimumfinancia criteriafor school districtsconsidering long-termleasefinancing. Thesecriteriaare
mandated for financially troubled districts only; however, the state Department of Education
recommendsthat all districtsvoluntarily comply withthesecriteria, advicereiteratedinGuideline 18:
Conformto AB 1200 Criteria for Long-Term Borrowing.

Theremaining two Guidelines addressissueswhich arisewhen school facilitiesarefinanced
through a combination of local funds—generated through the sale of tax-exempt |ease obligations—
and Statebond funds. To avoid delaysarising from Statefunding shortages, school districtsoftenissue
COPswith early call provisions, in anticipation of State funding. Once State funds become available,
the digtrict retires the outstanding COPs. But districts have no guarantee that State funds will be
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forthcoming. Guideline 19: Subject COP Bridge Loansto the Same Financial Review as Long-
Term Obligations recommends that agencies that issue COPs as bridge loans adhere to the same
financia review criteria that apply to long-term borrowings.

Guideline 20: Evaluate the Marketing I mplications of Noneviction Clauses addresses
atechnical issue arising from a recent change in State policy. The State now requires districts to
incorporate noneviction clausesinto school facility leasesasacondition of funding school sites. This
policy ensuresthat the nonappropriation of lease paymentswill not jeopardizethedistrict’ seducational
mission. But it also may dampen investor interest in school district lease offerings. 1n the event that
the market appearsto demand apremium for the noneviction clause, districts should consider applying
for an exception to the State policy.

Guideline 18: Conform to AB 1200 Criteria for Long-Term Borrowing

School districtsenteringintolong-termtax-exempt lease obligationsshould maintain budgetary
reserves in accordance with the criteria specified in AB 1200.

Among its many provisions, AB 1200 authorizes county superintendents of education to
review thebudgetsof school districtsonanannual basis. Thesereviewsassi st the state Superintendent
of Schoolsin developing alist of financialy troubled school districts each year, which are certified as
negative (meaning that the district will be unable to meet itsfinancial commitments through the end
of the school year) and qualified (meaning that the district will be unableto meet itsobligations, unless
certain events occur).

Digtricts certified asnegative or qualified may not issuecertificates of participation, tax
anticipation notes, revenue bonds, or any other debt instruments that do not require the
approval of the voters of the district, without a determination of the county superintendent of
education that repayment of the obligation is probable. [Education Code Section 42133]. The state
Department of Education has set forth criteriafor making that determination, which are specified in
Table 2.2
These criteriaentail the maintenance of a Reserve for Economic Uncertainties, at specified levels, to
provide a cushion against unforeseen events which might otherwise lead to a lease default.

School districts should be aware of two problems which can complicate their efforts to
maintain such fund balances. Firgt, the adequacy of the fund balance will depend upon the accuracy
of the revenue and expenditure forecasts prepared by the district (see Guideline 1: Identify the
General Fund Lease Capacity). Theconcept of areserve for economic uncertaintiesimpliesthe
existence of economic certainties, that isto say, reasonabl e estimates of expenditure obligationsand
revenues in the coming year. Second, the maintenance of a reserve for economic uncertainties is
politically difficult during periods of fiscal retrenchment. Individuas and groups asked to sacrifice
understandably might view the existence of such areserve as an unaffordable luxury.®
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Table2
AB 1200 Criteria for Reviewing Proposed
Long-Term School District Debt

1. Expenditures neither exceed revenues, nor create negative
fund balances.

2. The Reserve for Economic Uncertainties is not less than the
following percentages of total expenditures, transfers out, and uses:

o For districts with 300 or fewer ADA, the greater of 5% or
$50,000.

o For districts with 301 - 1,000 ADA, the greater of 4% of
$50,000.

o For digtrictswith 1,001 - 30,000 ADA, 3%.
o For digtricts with 30,001 - 400,000 ADA, 2%.
o For digtricts with 400,001 or more ADA, 1%.
3. Budgeted salaries and benefits, reserves, and any unappropriated

fund balances are sufficient to address pending salary and benefit
negotiations.

Hopefully, the AB 1200 requirements, aswell as these Guidelines, will assist school district
officias in their efforts to persuade al affected parties of the prudence of maintaining budgetary
reserves. Although the AB 1200 criteriawere promulgated for purposes of evaluating the likelihood
of repayment of tax-exempt |ease obligations proposed for i ssuance by negative and qualified school
districts, the State Department of Education recommendsthat all districtsvoluntarily adhereto these
standards. The Commission concurs with this judgment.

Guideline 19: Subject COP Bridge L oans to the Same Financial Review as Long-Term
Obligations

School districtsissuing COPs as bridge loansin anticipation of State funding should adhereto
the same financial criteria which apply to long-term borrowings.

The state Office of Local Assistance (OLA) often funds school site acquisitions yearsin
advance of funding school construction. This policy was adopted to address the erosion in the
purchasing power of State bond money caused by rapidly escalating land prices, which characterized
theCaliforniareal estatemarket until 1990. If the Statedid not have sufficient bond money to construct
al of thefacilitiesdemanded by locd digtricts, at least it could expedite site acquisition to mitigate the
effectsof inflation. But the period of time between site acquisition and the availability of State funds
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for school construction can stretch into severa years. Rather than smply wait, districts often issue
COPswithearly cal provisionsto fund school construction. At thetime Statefundsbecomeavailable,
the COPs are retired, and the district is relieved of the debt service obligation. The COPs serve as
a bridge loan, akin to abond or grant anticipation note extending over severa years.

Agenciesissuing COPs as bridge loans should be fully prepared to service the obligation for
itsfull term, inthe event that State funds are not forthcoming. OLA approval of district grant requests
doesnot represent aguarantee of Statefunding, only an agreement to extend funding inthe event State
bond funds are available. As mentioned above, the backlog of approved grant applications aready
totals severa hillion dollars. And if the 1992 eections are any indication, voters are growing more
reluctant to approve State genera obligation bond measures, after approving record amounts during
the 1980s. Consequently, districtsissuing COPs as bridge loans should maintain budgetary reserves
inaccordancewithGuideline 18: Conformto AB 1200 Criteriafor Long-TermBorrowing, aswell
as adhere to the other Guidelines in this document.

Guideline 20: Evaluate the Marketing Implications of Noneviction Clauses

School districtsshould gaugethe marketing implicationsof noneviction clausesrequired by the
State for facility leases of sites financed by State bond funds, and consider applying for an
exception to that policy if necessary.

As noted, one of the remedies in the event of default frequently provided for in trust
agreementsfor lease obligationsistheright to evict thelessee for nonpayment, which allowsthelessor
torelet theasset (in certaininstances). Dueto the highly specialized and site-specific nature of school
facilities, these assets may be considerably less valuable in aternative uses, which could result in a
financia lossfor investors. Nonetheless, theright to evict thelessee providesapowerful incentivefor
the lessee to continue payment. In 1991, the OLA began requiring noneviction clauses to be
incorporated into facility |eases where the underlying site was acquired through State bond funds. As
itsnamesuggests, anoneviction clause specifiesthat thefacility leasemay not permit any party toevict
the digtrict and relet or convert the facility to another use. The OLA will upon request, however,
consider exceptions to this policy.

The interest rate available for any tax-exempt lease or bond offering reflects the supply of,
and demand for, that type of security. Of the multitude of factors which affect demand for individual
securities, agencies should be aware of those which they can control, and those which they are
powerlesstoinfluence. Depending upon how Californiaschool district COPsarefaring in the market
at any given point in time, the presence of a noneviction clause may affect theinterest rate available
for anew issue. In 1991, the changein OLA policy, accompanied in the same year by the Richmond
USD default, soured many investorson Californiaschool district COPs, at least for atime. Inpreparing
a tax-exempt lease offering for sale, districts should gauge the marketing implications of the
noneviction clause, and consider applying for anexceptiontothe OL A poalicy if themarket isdemanding
apremium for that clause.
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NOTES

1 Thisestimateiscited in: lllyes, John W., California School COPsand Bonds After
Richmond. Chicago: Nuveen Research, 1991, p. 1. Thisreport alsoincludesamore
substantive discussion of the change in OLA’s Limited Term Subordination Policy,
discussed in Guideline 20: Evaluate the Marketing I mplications of Noneviction
Clauses.

2. Cdlifornia State Department of Education Management Advisory No. 92-08 AB
1200: Criteria for Review of Long-Term Debt Instruments Proposed for
Issuance by Local Educational Agencies (August 20, 1992).

3 For a more complete discussion of these issues, refer to Allan, lan J., Unreserved

Fund Balance and Local Government Finance. Government Finance Officers
Association Research Bulletin, November 1990.
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GLOSSARY

NOTE: The following Glossary has been adapted largely from a publication of the
Cdlifornia Debt Advisory Commission, entitled Glossary of Leasing
Terms. Certain modifications have been made to the definitions.

Thisglossary isdesigned from the perspectiveof thetax-exempt leasingindustry. Theglossary defines
many termsthat also apply to municipa bonds and defines others that have specific meaning for tax-
exempt leases. Tax-exempt leasing terminology may vary by transaction structure, thetypesof parties
involved, and even by the individuas involved. For instance, one lessor may request that a lessee
execute an acceptance certificate; another may require an acceptance letter. In either case, the
document serves the same purpose. Reference is made to the California Debt | ssuance Primer,
published by CDAC, for additiona definitions that apply to the tax-exempt market in general.

Abatement — A lega concept whereby the lessee reduces its rent proportionately or totally to the
extent it doesnot have use of theleased asset. For leases, in Californiaand some other states, alessee
isnot required to makerental paymentswithout useof theleased asset, permitting atermination of rent.
Someleasesallow alesseeto abatepartial paymentsif useof theassetislimited. Lessor(s)/investor(s)
arelikely to protect their interests in leases that contain abatement provisions by requiring the lessee
to maintain casudty and rental interruption insurance.

Abatement L ease —A typeof multi-year tax-exempt | easewhereby thelessee can commit to make
lease paymentsfor the entire lease term unlessthe leased asset is not available for use, in which case
abatement occurs. (This contrasts with a tax-exempt lease with a non-appropriations clause.)

Acceleration of Rents—Alsocalledrental accel eration; an option, foundin sometax-exempt |eases
and exercisable upon alesseedefault, that allowsthe Lessor (or itsA ssignees) to declareall future
rentals then due and payable.

Acceptance Certificate — A certificate to be signed by the lessee confirming that a leased asset
has been fully delivered, inspected, tested and accepted. By signing the acceptance certificate, the
lessee acknowledges receipt of the asset as ordered and that it is in satisfactory operating condition.
Theacceptance certificate frequently servesasthe document that authorizesthelessor or thetr ustee
to make a payment to the vendor for the leased asset.

Advance Funding — A method of funding a lease before lessee acceptance of the leased asset.
Lease proceeds are placed in an escrow account until they are authorized to be disbursed to the
vendor(s) or contractors.

Arbitrage— Theinterest earned asaresult of thedifferencebetweentheinterest rateat whichfunds
areborrowed and therate at which they areinvested. Thelnternal Revenue Code (asamended), with
some exceptions requires the rebate to the US Treasury of most arbitrage earnings of tax-exempt
borrowers. Arbitrage restrictions must be addressed in the structuring of certificates of participation
aswdll asin other tax-exempt lease transactions in which lease proceeds are funded and escrowed
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in advance for the benefit of the lessee. A major exception to the rebate requirement was adopted
in the 1989 amendments to the Internal Revenue Code. This exception permits a government that
borrows funds (including through a lease transaction) for the purpose of a“construction” project to
retain arbitrage earnings for up to atwo-year period, subject to certain spending tests.

Arbitrage Certificate — A certificate of lessee prepared by the lessor’ s counsel, bond counsel, or
tax counsel confirming that the tax-exempt lease and investment of any proceeds will not violate
arbitrage rules under the Internal Revenue Code. Also known asaNo-arbitrage Certificate or
a Certificate as to Arbitrage.

Asset — Theitemsof personal or real property being acquired by the lessee through payments over
aperiod of time pursuant to the tax-exempt lease.

Asset-Based Transfer — Seealsosal e-leaseback ; aleaseby agovernment agency of pre-existing
governmental assets to provide the leased property in a lease financing and a lease-back by the
government agency of those assets pursuant to the lease congtituting the basic financing obligation..

Assignee — The party to which an assignment is made.

Assignment — A transfer of lega rights to another; typicaly, in atax-exempt lease involving the
transfer of the lease and rental payments from the lessor to a paying agent or trustee acting on
behalf of theinvestorsor totheinvestorsdirectly. Anassignment may also be used where oneinvestor
transfersitsinterest in the lease to another, especially common in COP transactions. Generally, the
lesseewill beasked to nominally approveand acknowledgeany and dl assignmentsmadeby thelessor.
However, most |essees are themselves prohibited from assigning their rightsin or responsibility for a
leased asset to another party. If assignment by the lesseeis permitted, the lesseeisrequired to obtain
the consent of the lessor and to continue to comply with Internal Revenue Code restrictions relative
to the financing.

Bank Qualified — Under current provisions of the Internal Revenue Code, commercia banks can
deduct 80% of their interest costs on funds used to acquire or “carry” tax-exempt obligations (bonds
and leases) of governments that borrow no more than $10 million in a caendar year; otherwise, the
interest cost is not deductible by the bank. The availability of theinterest deduction on bank quaified
leasesmakesthem moreattractiveto commercial banksthan obligationsof larger issuers. Commercial
banks may invest in non-bank qualified leases but the loss of the deduction for interest costs on funds
borrowed by the bank for theinitia investment in the lease, requires additional compensation through
ahigher interest rate in the lease than in a smaler bank qualified transaction.

Basis Point —Anamount equal to oneone-hundredth of one percent (.0001); ashorthand expression
to describe differences in interest rates, e.g., the difference between 7.00% and 7.10% is ten basis
points.

Bond Opinion — The opinion of counsel specidizing in municipal bonds and other tax-exempt
transactionsthat the lease transaction islegal, valid and binding on the lessee. The bond opinion may
also incorporate thetax opinion. Leasetransactionsfor small dollar amountsfrequently do not have
a bond opinion. In larger transactions, bond counsel may aso provide a 10b-5 opinion respecting
compliance with securities laws and disclosur e requirements. Most well-known bond counsel are
listed in a section of The Bond Buyer’s Directory of Municipal Dealers of the United Sates,
informally known as the “ Red Book.”
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Call Protection — Refersto the period of time during which atax-exempt lease cannot be prepaid;
during this period, the investor is assured his yidd and his investment is protected from early
termination. Thisissimilar to protections provided investors against early redemption of bonds. The
investment community aso uses this term informally to mean the payment premium.

Capital Improvement Program (CIP) — A plan, that isupdated annually, for capital expenditures
to beincurred each year over afixed period of severa futureyears. The CIP identifies each capital
project, its expected start and compl etion dates, the amount projected to be spent each year, and the
method of financing those expenditures.

Capital Lease — An accounting term for a lease that provides to the lessee dl of the rights and
obligations to an asset on a basis similar to circumstances had the lessee purchased the asset on a
conditional sale or installment purchase basis. Under FASB Statement 13, alease is a capita lease
if it meets one or more of the following criteria: ownership of the asset istransferred to the lessee by
the end of the lease term; it has an option to purchase the asset at a bargain price (frequently $1.00);
the lease term equals 75 percent or more of the useful life of the leased asset; or thepresent value
of thelease payments, including any purchase price, equalsat |east 90 percent of thefair market value
of the asset at the start of the lease term.

Capitalized I nterest — Bond or lease proceedsthat arereserved to pay interest for aperiod of time
early in theterm of theissue. In construction projects, interest frequently is capitalized through the
construction period until the project is accepted by the lessee.

Captive Credit Corporation — A wholly owned subsidiary of a corporate organization (usualy a
vendor) that |ease finances the products of the parent corporation.

Certificate of Participation (COPs) — A method of structuring and distributing tax-exempt leases
to investors by dividing the renta payments and lease into fractionalized interests or shares for
individual saletoinvestors. The shareisrepresented by aformal certificate, much likeabond. COPs
can be placed privately or sold publicly. COPs generally are sold for large asset financing and tend
to be used more for real property rather than personal property acquisitions.

Closing Costs — See I ssuance Costs.

Closing Date — Also known as issuance date; the date on which the lessor or investor provides
fundsequal to the principal amount of the lease either to thetr ustee for subsequent transmittal to the
vendor(s) or to the vendor directly. This term is most commonly associated with large COPs
transactions where the execution of documents occursin aforma manner similar to bond closings.

Commitment Fee—A fee sometimesrequired by thelessor from thedateit commitsto act aslessor
and finance the assetsunder the lease, until thefinal funding date. Thisfeeismost commonly applied
inatransaction wherethereisalengthy period between the commitment by the lessor and the actual
funding date. The fee ensures availability of the funds, and in certain instances, availability of a
specified interest rate. The commitment fee frequently is refunded by applying an equa amount as
areduction of the lessee’ sfirst lease payment. Payment of a commitment fee may not be allowed
under locd or statelaw where paymentscan only bemadeif theasset isavail ablefor use by thelessee.
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Competitive Bid — The response made by a vendor, contractor or financial service provider to a
request for bid proposal, usually issued by agovernmental unit. Intax-exempt leasing, thetermusually
describes how a vendor of an asset is selected but may aso describe how the lease financing is
selected, particularly among smal-dollar volumepr ivately placedlease agreementsor vendor lease
agreements.

Competitive Sale— A termdescribingamethod of selling financia obligations(including tax-exempt
bonds, leases or COPs) to the bidder presenting the best sealed bid (in terms of price and compliance
with the transaction specifications) at the time and place specified by the issuer/lessee (as opposed
to anegotiated sale.)

Conditional Sales Agreement — A standard form of financing agreement whereby a buyer
acquires the immediate use of an asset (and title thereto) and the seller retains a security interest in
the asset and the buyer agreesto pay the seller aseries of payments equal to the cost of the asset plus
interest. Therefore, thetransfer of titleisconditionally subject tofuturepayments. Thisisdistinguished
from aninstallment sale wherethe saller retainstitleuntil all installment paymentsaremade. 1nboth
forms of sale, for federal tax purposes, the Internal Revenue Code treats the asset as owned by the
purchaser with payments to the seller congtituting principle and interest; for a governmental
purchaser, interest usualy istax-exempt. Thistermissometimesused interchangeably with theterm
tax-exempt lease; however, in California, there is an important distinction between the two (e.g., a
lease is congtitutionally legal and a conditional saleis not unlessit is secured by a special fund.)

COPs — See certificates of participation.

Credit Enhancement — A way to protect investors from investment risks by having athird party
provide insurance, aguaranty, or additiona collaterd (e.g., aletter of credit to ensure performance
by the lessee of its obligations under the lease. The investors and any rating agencies will evauate
the credit based upon the party providing the enhancement; assuming this party has a higher credit
rating thanthelessee, therating of theoverall transaction will beimproved, resultingin alower interest
cost to thelessee. A credit enhancement usually provides assurancesto the investor against therisks
of non-appropriation or abatement as well as against the credit risk of the lessee.

Credit Rating — An independent appraisa of the credit quality of a bond issue or lease, usudly
supplied by a credit rating agency.

Cross-Default Provision — A clause, if included in alease, which statesthat if an event of default
arises in other obligations of the lessee, it becomes an event of default under the lease.

Debt — An obligation arising from the borrowing of money to be repaid over a period of time, and
if over amulti-year period, subject to state and loca congtitutional provisions, statutes, andjudicia and
administrative determinations. In California, tax-exempt leases with non-appr opriation or abate-
ment clauses are not considered debt under the Offner-Dean series of court cases. They are,
however, debt in afinancial sense.

Default — Thefailure of thelesseeto pay paymentsor other sumsor obligationswhen due under the
lease or failure to observe arepresentation or warranty in the lease or violation of a covenant in the
lease, and the expiration of applicable periods to cure the default. An event of non-appropriation
or abatement isnot normally considered an event of default, evenwhentheremediesaresubstantialy
similar for each event.

-60 -



Defeasance — The termination of the obligations of a issuer/lessee by providing for the full
prepayment of itsobligations. Frequently, aproperly documented, usualy larger, tax-exempt leasecan
be defeased (like a bond) by the deposit of sufficient funds with atrustee to pay the future lease
obligationsuntil maturity or until thefirst date permitted for prepayment of thelease. Depending upon
the structure, the amount of funds to be deposited may be determined by giving effect to investment
earnings to be derived from the funds deposited, particularly when investments are made for stated
maturities and at pre-determined rates. Defeasance is different than prepayment because although
the lessee’ sobligations are fully satisfied, the lease and the related certificates remain outstanding to
be paid later from the funds deposited, avoiding any prepayment premium or similar obligation.
Defeasance usualy occursif alessee wishesto discharge its obligations before the call protection
period has expired and assuming the lease specifically permits such actions.

Disclaimer of Warranties— A reference to typical provisions of tax-exempt leases under which
a lessor, who is not a vendor, will disclam (regject) any and al responsbility for the suitability or
performance of the assets selected by the lessee to be financed under the lease agreement.

Disclosur e — Information provided on the government agency/lessee and the financing, to permit
aninvestor to eva uatethe creditworthinessof thegovernment agency/lessee, therisksassociated with
the financing, and the appropriate yield required by the investor for the investment. The information
must include financial data. Under a 1989 rule of the federal Securities and Exchange Commission
(Rule 15c2-12), thetiming and filing of disclosure statements rel ating to tax-exempt financings have
been regulated. Disclosureisusually provided through an official or offering statement; or for private
offerings, a private placement memorandum.

Effective I nterest Rate— Seea soimplicit rate; therate of interest payable by the lessee taking
into account accrued and capitalized interest, issuance costs, discounts and premiums. (As
opposed to Nominal Interest Rate.)

Enterprise Lease — See L ease Revenue Bond.

Escrow Agent — Also known astr ustee; usudly afinancia ingtitution that provides administrative
sarvices, through an escrow agreement, for the benefit of the parties to a financing including the
execution and delivery of COPs, the safekeeping of proceeds, and holding physical possession of title
documentsfor the leased asset. Depending on the lease structure, the escrow agent may have other
responsibilities such asdisbursement of fundstovendor s, investment of reserveand acquisitionfunds
(until delivery or construction is completed) and arbitrage calculations. In COPs, theescrow agent’s
rolemay a soincludethe collection of lease paymentsfrom thelesseg(s) and the regular disbursement
of payments of principle and interest to investors.

Essential Use Certificate — A certificate executed by the lessee indicating that the asset being
leased is essentia to the lessee’ s governmental purposes and daily activities. Lessorsin amost dl
capital lease transactions with anon-appr opriations provision require confirmation of essential use
from the lessee, either through a representation in the lease or a separate certificate, or both. In
addition, for sometransactions, lessees may also berequired to provide aproject feasibility study and
certify the feasibility of the leased asset as well asits essentidlity.

Form 8038, 8038-G, 8038-GC, 8038-T —Formsof thelnternal Revenue Servicethat governmen-
tal borrowers(including lessees) must completetoreport ontheissuanceof tax-exempt securities, their
genera purpose, their general financia terms, the exemption used for tax-exempt private activity
bonds, and to transmit arbitrage rebate amounts to the IRS.
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Full Service Lease — An operating lease in which asset maintenance or other service is the
responsibility of the lessor.

Funding Date — The date on which funds are transferred from the investor (s) to the vendor(s),
or trusteeif the lessee has not accepted the asset. Frequently, the closing date, funding date, and
acceptance date occur simultaneously.

Hell-or-High Water Clause— A clause contained in most tax-exempt leases that holds the lessee
responsible for itslease payments and all other obligations under the lease regardless of the status of
theleased asset or any dispute between the lessee and any other party. This clause does not prevent
the lessee from exercising itsright to non-appropriate. In some states, such as California, thelease
is atered to permit the lessee to terminate rental payments pursuant to an abatement clause.

Implicit Rate — Also cdled the effective interest rate; the interest rate at which the present
value of dl payments made by thelessee, including issuance costs and al rent payments, will equal
the asset cost.

Independent Lessor — A lessor that is not affiliated with a bank, credit corporation or any other
organization or corporation. Theindependent lessor might beaninvestor usingitsown fundsor it might
be alease br oker using funds received or to be received from other investors.

Installment Sales Agreement — See Conditional Sales Agreement and L ease Revenue
Bond. Also known as an installment purchase contract.

I nter est — Compensation paid for the use of money or thereturn oninvestment from money invested
or lent; the interest rate is the interest charge expressed as a percentage of principal.

Investor — In atax-exempt lease, the party that provides the funds to pay for the leased asset and
benefits from the tax-exempt interest whether directly as a single investor or in concert with many
investors as a purchaser of certificates of participation.

I ssuance Costs — Costs associated with closing and funding the principa amount of the lease
including, but not limited to, fees for the bond, tax and securities counsd, printing costs, credit
enhancement costs (if any), credit rating costs (if any), underwriter’s discount (as applicable),
financial advisor or other professiona fees, governmental filing costs (if any) and, where appropriate,
costs of feasibility studies.

I ssuance Date — See Closing Date.

I ssuer — See L essee.

Joint Powers Authority — A public authority created by ajoint exercise of powers agreement
between any two or more governmental agencies. An authority can perform any function which all
parties to the agreement can perform independently and which will be of benefit to al parties. Such
authorities are unique to California.

L ease Broker — Usually an independent leasing company that negotiates | eases between |essees

and investors. A lease broker may serve as nomina lessor or may underwrite or guarantee the
financing. In either case, the broker assigns its rights and interests in the lease to an investor.
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Lease Line of Credit — An arrangement that allows a lessee to make periodic withdrawals from
aline of credit established to finance lease acquisitions. The arrangement is documented asasingle
capita lease with multiple equipment schedules. A schedule is executed for and at the time of each
acquigition by the lessee. Adminigtratively, a line of credit eiminates the documentation hurdle of
Separate | eases on smaller-val ued assets and ensures a.continued funding source at rates competitive
with larger transactions. A lease line of credit is typicaly utilized in larger dollar financings with
extended or variable delivery schedules or in lease pools.

L ease Pool — An arrangement whereby anumber of unrelated capital |eases are grouped together
for purposes of asingle public offering. The governments are usualy similar in nature (e.g., school
districts) and are brought together through some common interest association. The lease pool is
different than amaster |ease which groupsthe leasing needs of severa departments or agenciesin
a single government agency/lessee, such as a state or county.

L ease-Pur chase Agreement — See tax-exempt |lease.

L ease Revenue Bond — Also referred to as lease-backed revenue bond; a bond having as its
repayment source alease to which project revenues have been pledged for making regular payments,
although the source of lease payments may aso include General Fund revenues. In California, such
leases are frequently referred to as enter priseleases, installment sales agr eements, or specia
fund leases.

L ease T er m — Thelength of timeduring which thelesseehasan obligation to makerental payments.
The term should coincide with or be shorter than the useful life of the asset being leased.

L essee — Also called theissuer ; inatax-exempt lease, thelesseeisaunit of government otherwise
qualified to issue tax-exempt obligations which finances the acquisition of assets through the tax-
exempt lease by paying specified sums of interest and principal for a pre-determined period. Inan
operating lease, the lessee only uses the asset for aperiod of time and returnsit to thelessor. To be
tax-exempt, the lessee must be a qualifying governmenta entity under the Internal Revenue Code.

L essor — In atax-exempt lease, the secured party that may provide the funds and act as investor
or that may assign itsinterest in the leased property to another party for these purposes. If the lessor
is aso the investor, the lessor benefits from tax-exempt income. In an operating lease, the lessor
owns the asset and derives the tax benefits of ownership which include, as applicable, depreciation.

Letter of Credit — Seeaso credit enhancement; a credit facility from afinancid ingtitution in
whichtheingtitution agreesto provide specified fundsto meet paymentsdue under atax-exempt lease,
if thelessee doesnot makethose payments. A letter of creditisused to allow thefinancia ingtitution’s
credit rating to supplement that of the issuer and to provide additiona security that money will be
availableto pay lease payments. Thefinancial ingtitution istypicaly reimbursed for any fundsdrawn
by the government agency or by a security interest in the asset.

Master L ease — An arrangement that involves one lease document for the acquisition of different
types of assets at different times by one lessee or agencies and departments of one lessee.

Negotiated Sale— The method of salling obligations (including tax-exempt bonds, leases or COPs)

wherethetermsof theobligation, in particular theinterest rate, are negotiated between the lesseeand
the financing source (as opposed to competitive sale).
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Net Interest Cost — A technical measure of the interest cost of alease or bond derived by adding
together al interest payments for the term of theissue or lease and dividing that sum by the sum for
all bonds of the amount of each bond multiplied by the number of yearsitisoutstanding. Net interest
cost differsfromtrueinter est cost inthat NI1C does not take into account thetimevalue of money.

Net Lease — See Triple Net L ease.
No-Arbitrage Certificate — See Arbitrage Certificate.

Nominal I nterest Rate — See effective inter est rate; the rate of interest often stated in a tax-
exempt lease or quoted by alessor which does not include the effect of issuance costs, discounts,
premiums, or accrued and capitalized interest.

Non-Appropriations Clause — A provision contained in some Californiaand most non-Cdifornia
tax-exempt leases that alows alessee to discontinue its lease paymentsif, in future years, funds are
not appropriated to make lease payments (usually following a best efforts undertaking by the lessee
toobtainthefunds.) A lesseeisnotindefault under theleaseif it non-appropriates. Dueto thisannual
condition placed on the obligation to pay rent, the courts in many states view rental payments as
operating expenses under state law and, therefore, not as debt. In the event of non-appropriation,
the lessee loses use and possession of the asset.

Non-Appropriations Lease — A type of capita lease in which the lease can be terminated if
sufficient appropriationsare unavailableto continueits payments. (Thiscontrastswith anabatement
lease.)

Operating Lease — A type of lease that has none of the characteristics of a capital lease for
accounting purposes. |n an operating lease, the lessee has use of the leased property but the lessor
retains ownership, including ownership for tax purposes. Theimplicit interest ratein an operating
leaseisat taxableratesand paymentsare considered rent (and not paymentsof principal and interest).
Thelessee usually must agreeto maintain and insure the property and pay all property and salestaxes
in the same manner asin atax-exempt lease. Thistype of leaseisfrequently used for assets that
the lessee wishes to use for short periods that are less than the full useful of the asset.

Paying Agent — In a COP or master |ease arrangement, a party appointed by the lessor or the
lessee(s) as agent to collect the proceeds at the sale of the COPs and other sums provided by the
investors and disburse such monies asdirected by thelessee(s). In addition, the paying agent collects
rental payments from the lesseg(s) and disburses them to the investor(s) as directed by the lessor or
under an agreement withthelessor and lesseg(s). Thisfunctionisfrequently performed by theescr ow
agent, also called trustee.

Premium — The amount by which the price of an obligation exceeds its principal amount; for tax-
exempt leases, thisusually isexpressed in the offering memorandum for the COPs (and may congtitute
funds available to the underwriter for issuance costs and underwriter’ s discount.

Present Value — The equivaent value today of money available in the future, either a onetime or

inaseriesof payments. The present valueisinfluenced by theinterest ratefactor applied to thefuture
payment(s).
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Private Activity Bond — Under federa tax law, bonds of which (i) 10% or more of the proceeds
(5% inthe case of an unrelated use) are used in thetrade or business of nongovernmental personsand
10% or more of the debt serviceis secured by or derived from property used in the trade or business
of nongovernmental persons, or (ii) 5% or more of the proceeds are loaned to nongovernmental
persons. Interest on private activity bonds is tax-exempt only if certain requirements of Section 141
of the Internal Revenue Code are satisfied.

Private Placement — A method of sdlling financial obligations (including tax-exempt bonds, leases
and COPs) where the investors are alimited number of informed individua or ingtitutiona investors
who purchase the obligations for their portfolios and not for resale (as opposed to a public sale).

Public Sale — A method of sdlling financia obligations (including tax-exempt bonds, leases, and
COPs) where an underwriter offersthe securitiesto alarge number of investorsin denominations as
low as $5,000. Normally a public sale is made pursuant to an officia statement.

Purchase Option — A provision that gives alessee the opportunity to purchase the |eased asset at
specific times during the lease term by paying the then outstanding principal, accrued interest, and, as
gpplicable, the prepayment premium.

Refunding — A financing structure applicable to government obligations, including tax-exempt
leases, through which the obligation is redeemed by anew financing of the same or arelated issuer
on generally more favorable financial or legal terms. Refundings are subject to certain requirements
under the Internal Revenue Code.

Renewable L ease —A leasewritteninitially for ashort term (commonly oneor two yearsdepending
on the lessee’ s budget cycle) which is renewable for subsequent similar terms until afull term equal
to the useful life of the asset isreached. In many such leases, renewal occurs automatically unless
the lease is specifically terminated by the lessee.

Rental Interruption Insurance — A form of insurance that provides a flow of funds to protect
investorsin the event that leased property is not usable and the lessee elects to use the abatement
provisions of the lease. If the asset is not usable and, as aresult of the lease contract, the lesseeis
not required to make lease payments, insurance proceeds would be used to continue the payment
stream unlessor until the property isrestored to ausable condition or theinvestorsare paid the principal
and interest due. However, many rental interruption insurance contracts are limited to the payment
of rentals for afixed number of years (commonly two) which period is deemed adequate to restore
the asset to useable condition.

Reserve Fund — A special fund from which moneys can be drawn to make |lease paymentsif the
lessee is otherwise unable. The fund can be set up entirely from lease proceeds or can be wholly or
partially funded by the lessee from other availablefunds and can befunded at i ssuance or funded over
theterm of thelease. A typical reservefund would be an amount equal to maximum annual payments
for the lease, but not to exceed 10% of the original principal amount of the lease.

Rule 10b-5— A ruleof the Securitiesand Exchange Commission under the SecuritiesExchange Act
of 1934, which requires that persons purchasing or selling securities (whether or not registered) not
engage in any device or scheme to defraud or make any untrue statement of a material fact or omit
to state a materia fact to cause the disclosure statement to be miseading. The liabilities of failing to
disclose may extend to bond counsel, underwriter’ scounsel, underwritersand other participantsin the
lease financing.
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Rule 15¢2-12 — A rule, effective January 1, 1990, of the Securities and Exchange Commission that
governsthereview and ddlivery by underwritersof officia statementsrel eased in conjunctionwith the
sde of municipal securities.

Sale-leaseback — Anarrangementinwhich oneparty sellsan asset it ownsor isacquiring to another
and leases it back so that the lessee receives an infusion of cash from the sale of the asset but till
retainsitsuse. In some instances, the lease may be structured as an oper ating lease under which
the new owner can depreciate the asset or as a capital |ease for which the new owner receives tax-
exempt interest and the original owner re-acquirestheasset. Inthelatter case, the sal e-|easeback may
be referred to as a sale-saleback. This structure is frequently used to permit lessees to employ the
equity in assetsthey own to finance capital expenditures or other programs. For some governmental
units, asae-leaseback isnot possiblesince some may only be permitted to sell property if itis“ surplus’
to its needs. It would then be a contradiction to first declare an asset surplus for the sae and
immediately declare it essential for the lease. Surplus property rules vary from one governmental
unit to another even within the same state.

Sublease — Also sublet; adocument or act by which alessee allows another party to usetheleased
asset. Subleasing by the initial lessee is often restricted by the terms of the tax-exempt lease. The
restrictions usually are meant to ensure the continuation of the tax-exempt status and the security of
the origind lease.

Tax-Exempt L ease— Also caled amunicipa lease, installment purchaselease, conditional sales
agreement, or alease purchase agreement; a financing arrangement whereby a state or local
government or agency or subdivision thereof, aslessee, obtainsthe use and ownership of an asset by
making periodic lease payments of principal and interest. Because the lessee is atax-exempt entity
and will own the asset, and assuming compliance with the Interna Revenue Code and, in California,
the Revenue and Taxation Code, interest it paysis exempt for federal and Californiapersona income
tax purposes.

Tax Opinion — Theopinion of counsdl speciaizing in tax-exempt obligationsthat theinterest portion
of rental paymentsreceived by thelessor or investor(s) fromthelesseeisexempt from federal income
taxes and, as applicable, Cdiforniaincome or franchise taxes. The tax opinion may be incorporated
into the bond opinion or be separately provided.

Time Value of Money — Seea so present value; an economic concept which takesinto account
thefact that fundsduein later periodsmay haveadiminished present val uedueto theintervening period
and loss of investment earnings by the lender until the payment is received.

TripleNet L ease — Also called anet |ease; aterm describing alease agreement where thelessee
is responsible for all maintenance, insurance, utility charges, taxes, and other charges against the
property, associated with the leased asset and that all |ease payments to be made are net of all such
expenses. Tax-exempt leases are usualy triple net leases.

True Interest Cost — Seedso effective interest rate, net interest cost; a measure of the
interest cost of alease or bond issue that accounts for the time value of money.

Trustee — See Escrow Agent.
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Useful Life— A period of time during which an asset will provide the desired service to the party
usingit. Theuseful life of apiece of technical equipment could be substantialy lessthan its expected

technical life (e.g., computers due to technical obsolescence.)

Vendor — The sdller or supplier of personal property.

Vendor-Financed L ease — A privately placed lease that is financed by the vendor providing the
financed asset. The vendor also acts as lessor.
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Disposition of property, 35

Earmarking, 24

Earthquake insurance, 22, 34
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Event of default, 34, 55
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Federal Transt Administration, 25
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Fiscal control, 17, 32
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Offner-Dean, 3n, 5, 8n, 33

On behalf of, 5, 6

Operating expense, 9, 17

Operating lease, 1, 11
Pay-as-you-go, 12, 14, 15, 25
Performance bonds, 22, 34

Pollution insurance, 23

Prioritizing capital projects, 13
Private activity bonds, 40

Private placement, 2, 29, 30

Project essentiality (see Essentiality)
Property and casualty insurance, 22
Proposition 13, 6, 26, 45, 48n, 50
Proposition 46, 6, 48n, 50

Proposition 62, 43, 45

Proposition 111, 25

Public ligbility insurance, 23

Public participation, 44-46

Public purpose requirement, 35
Rebate, 40

Rental interruption insurance, 22, 34
Restructuring governmenta obligations, 17
Reserve fund, 17, 23-25, 34, 37
Reserve Bond Law of 1941, 42
Richmond Unified School Didtrict, 17, 51, 52, 55
Sacramento, 25

Sde-leaseback, 35

Sdestax, 13, 25

San Diego, 25

San Francisco, 44

San Josg, 43

Santa Barbara County, 43, 44

Santa Cruz County, 43, 47

Schoal digtrict, 2, 5, 6, 13, 18n, 26, 35, 41, 50, 52-54
Security features, 21

Securitized vendor leases, 30, 31
Sdf-insurance, 23

Smdl lease, 14, 16, 29, 36, 38

Smal issuer, 40

Special Assessment bonds, 42, 48n
Specid benefit, 42

Specid didtricts, 12, 48n

Specid fund obligation, 5, 24, 25, 34
Surety bond, 23

Surplus property, 35

Tax increase, 17

Tax-exempt lease, 1-5, 7, 9, 10, 13, 15-17, 22, 23, 27, 28, 31, 33-35, 39, 42, 44-46
Term of the lease, 27, 37

Third-party financed lease, 3, 30
Title insurance, 22, 34
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Trust agreement, 23, 55

Two-thirds vote, 5, 6, 17, 42, 50

Vehicle License Fees, 12, 28
Vendor-financed lease, 2, 9, 14, 16, 29-32
Vendor performance, 30

Volatile repayment sources, 25
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